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SMALL BUSINESS FRANCHISING:
AN OVERVIEW OF THE INDUSTRY,
SBA’S ROLE, AND LEGISLATIVE PROPOSALS

WEDNESDAY, MARCH 16, 2022

UNITED STATES SENATE,
COMMITTEE ON SMALL BUSINESS
AND ENTREPRENEURSHIP,
Washington, DC.

The Committee met, pursuant to notice, at 2:32 p.m., via WebEx
in Room 301, Russell Senate Office Building, Hon. Benjamin L.
Cardin, Chairman of the Committee, presiding.

Present: Senators Cardin, Cantwell, Booker, Rosen,
Hickenlooper, Paul, Scott, Ernst, Young, Hawley, and Marshall.

OPENING STATEMENT OF HON. BENJAMIN L. CARDIN,
CHAIRMAN, A U.S. SENATOR FROM MARYLAND

Chairman CARDIN. The Small Business and Entrepreneurship
Committee will come to order.

I want to welcome all of our witnesses that are with us today as
we take up the franchising business model. I particularly want to
welcome our colleague, Senator Catherine Cortez Masto, to the
Committee. We will hear from her shortly.

Today’s hearing will examine the franchising business model, the
small business it creates, the role of the Small Business Adminis-
tration in helping entrepreneurs open franchises, as well as the
Agency’s role in protecting entrepreneurs from deceptive marketing
and bad actors. I also want to thank Senator Cortez Masto for join-
ing us today to discuss legislation that she has proposed to improve
how the SBA supports franchisees.

The most common franchise business model is when a franchisor,
usually a large or growing corporation, provides a business system,
training, products, and branding to a franchisee, usually an entre-
preneur or an established small business, in exchange for a fee and
ongoing royalties. The business model is well known and is prac-
ticed by some of the largest companies in the world, including
MecDonald’s, Subway, and UPS Store.

When done well, the franchising business model is beneficial for
the franchisor, the franchisee, and consumers. Franchisors are able
to create efficient and cost effective supply chains while leaving
day-to-day operations to the franchisee.

The franchising business model can also be used to fuel the ex-
pansion of growing businesses. The franchisee is able to skip the
startup phase of a small business, such as conducting market re-
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search and product development, by buying an established brand
and concept. The franchisee is also able to focus on the daily oper-
ations of the business while leaving the marketing, advertising,
and supply chain management to the franchisor. The consumer
gets predictability and guaranteed quality in the products and
services they purchase at locations around the world.

The benefits of the franchising model are many, but the model
has its risks, with the disproportionate amount falling on the
franchisee. For example, the franchisor is in control of all relevant
information a franchisee needs to access the historical performance
and financial strength of the franchise to make informed decisions.
This information asymmetry inherent in the relationship can lead
itself to bad actors.

Recently, I think it was last—a few months ago, Senator Cortez
Masto released a report detailing issues in the franchise industry
and recommendations for transparency and outcomes for
franchisees. As a result, she introduced two bills, S. 1120 and
S. 2162. The Small Business Administration Franchise Loan
Transparency Act would require the prospective franchise owner to
receive accurate historical revenue and store closure information.
And the second bill, the SBA Franchise Loan Default Disclosure
Act, requires the Small Business Administration to publish default
rates for the past decade for each of the franchise brands.

Senator Cortez Masto, we look forward to hearing your expla-
nation of these bills and what brought you to these conclusions,
and our Committee is very much looking forward to hearing from
you in regards to that legislation.

I also want to welcome the other witnesses that we have on the
second panel. I think this can be an extremely important hearing.
For many small business owners, franchising has been a path to
the middle class and financial security. For many others, opening
a franchise has led to a financial ruin. So I am hopeful to learn
from all the witnesses about what Congress can do to maintain and
improve this successful business model while increasing trans-
parency and protect entrepreneurs chasing the American dream
from bad actors and fraudsters.

With that, let me turn it over to Senator Paul for his opening
comments.

OPENING STATEMENT OF HON. RAND PAUL,
A U.S. SENATOR FROM KENTUCKY

Senator PAUL. After borrowing nearly $6 trillion in the last 2
years, is any serious person the least bit surprised that inflation
has reached a 40-year high, that gas prices are higher than they
have ever been, and that supply chain disruptions persist?

You might think that government would change course. You
might think that Congress would consider balancing its budget and
lowering taxes or repealing burdensome regulations. You might
even think that Congress would at least rule out adding more regu-
latory burdens on small business owners. But you would be wrong.
Not one of those things are under consideration today. Instead,
demonstrating a remarkable lack of creativity, the legislation
under consideration today proposes to solve a problem by spending
and regulation with even more spending and regulation.



3

Unsurprisingly, small business owners believe the economy is on
the wrong track. The Job Creator Network’s monthly Small Busi-
ness Optimism Index found that small businesses have grown in-
creasingly pessimistic, increasingly pessimistic every month since
July 2021. T am sorry to say that they are not going to feel any
better after this hearing.

Today, this Committee focuses on threatening the franchise
model, which has often been credited as a business model that
spurs job creation, in fact, one of the more successful business mod-
els we have. If our goal is to create an environment where small
businesses can thrive, our focus should be cutting regulations and
barriers to entry. Rather, we are discussing ways to weaken a busi-
ness model that has been benefiting customers, workers, and entre-
preneurs alike across the country, with a great history.

The legislation being discussed today would add more regulations
to franchises seeking to obtain SBA loans. The International Fran-
chise Association has stated that these bills attempt to address a
problem that does not exist in franchising. Franchisee satisfaction
is at an all-time high coming out of the pandemic thanks to the
strength of the business model. Adding new government regula-
tions and new government mandates to franchises will, while ex-
cluding other types of businesses, arbitrarily pick winners and los-
ers.

I ask for unanimous consent to enter the full statement by the
IFA into the record.

Chairman CARDIN. Without objection.

[The information referred to follows:]
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INTERNATIONAL FRANCHISE ASSOCIATION

MATT HALLER
PRESIDENT and CEO
INTERNATIONAL FRANCHISE ASSOCIATION
WASHINGTON, D.C.

TESTIMONY BEFORE THE U.S. SENATE COMMITTEE ON SMALL BUSINESS & ENTREPENEURSHIP
HEARING ON “SMALL BUSINESS FRANCHISING: AN OVERVIEW OF THE INDUSTRY, SBA'S ROLE,
AND LEGISLATIVE PROPOSALS.”

MARCH 16, 2022

Chairman Cardin, Ranking Member Paul, the International Franchise Association (IFA)
appreciates this opportunity to submit its views to the Senate Small Business and
Entrepreneurship Committee in connection with the Committee’s March 16, 2022 hearings
on the topic of “Small Business Franchising: An Overview of the Industry, SBA’s Role, and
Legislative Proposals.”

By way of background, the IFA is the world’s oldest and largest organization dedicated to
representing and protecting the interests of franchising worldwide. The IFA’s members
include franchisors, franchisees, and professionals who supply goods and services to the
franchise sector of the U.S. economy.

Initially, we note that the IFA takes no position with respect to S. 1120, the proposed “Small
Business Administration Franchise Loan Transparency Act of 2021" or regarding S. 2162,
the proposed “SBA Franchise Loan Default Disclosure Act.” Our comments focus on the
issues that the Committee is considering that underpin the proposed legislation.

Recent Franchise Cases.

We understand that among the concerns that the Committee seeks to address are the well-
publicized misfortunes of two franchisors in particular - the franchisor of the “Burgerlm”
and “Dental Fix” brands. The franchisor of the “Burgerim” system, for example, has been
the subject of enforcement actions by the Federal Trade Commission and the California
Attorney General's office. IFA applauds these law enforcement agencies’ efforts, which
endeavor to investigate and, where needed, bring cases to enforce the law.

We strongly believe that the Burgerlm matter would neither have been prevented nor
solved by the proposed legislation. Rather, a proper review of Burgerlm April 2019

IFA Submission to the Senate Committee on Small Business and Entreprencurship
March 16, 2022
Page 1
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franchise disclosure document (FDD) that was submitted to the California regulators would
have revealed two key details that should have served as a flashing red light:

First, the franchisor had an especially high rate of franchises that were sold
but not yet open. In particular, Item 20 of Burgerlm’s FDD revealed that there
were 452 sold-but-not-yet-opened franchises, compared with 109 operating
at the end of FY18.

Second, the franchisor’s financial statements for FY18 - Exhibit “A” within
the BurgerIm FDD - revealed that over 98% of its FY18 revenue was derived
from initial franchise fees ($20,401,948), contrasted with a relatively low
level of “other” revenue (which included royalties): $329,926. Because
royalties are a byproduct of franchisee operations, the paltry level of
royalties exposed the extremely unhealthy nature of the BurgerIm system.

Those two “flashing red lights” should have served as a conspicuous warning to
prospective franchisees, their lawyers, auditors, and advisors as well as other interested
parties, such as lenders, banks, and even state franchise regulators.

Franchising In Genera

As noted by FRANdata in its recently released 2022 Franchise Outlook, “[f]ranchising
helped lead the economic recovery in 2021. By providing advancement opportunities at all
levels of the economic ladder, from entry-level to manager and from manager to owner,
franchises across America aided not only large-scale reentry into the workforce, butalso
the possibility of coming back better than ever, The unique business model also put the
overall economy on more solid ground, with steady growth on business openings and
output contributions. Owing to pent-up demand and strong consumer spending, in 2021
total output generated by franchised establishments improved significantly by 16.3%, to
$787.7 billion.

“Much like the broader GDP growth trend, estimated nominal GDP growth contributed by
franchising reached an all-time high of 6.2% in 2021. These figures have real impact, not
just in benefitting the U.S. economy overall, but also down to the individual level. Across
America, people are turning to franchises to strengthen their own financial outlook.

“Still, headwinds in the current economy will have an impact, with franchise growth in
2022 expected to stabilize. With robust sales growth, new unit development, and job
creation, franchising is projected to expand by 2.2%, reaching 792,014 in franchise
establishments, which is 17,000 higher than that of 2021. Franchise employment is
forecasted to grow at a slightly lower rate of 3.1% to a total of 8.5 million jobs, butitis
anticipated to recover to pre-pandemic levels following two years of COVID-era
contraction. That is a net gain of almost 257,000 jobs compared to 2021. The output of
franchise businesses in nominal dollars is forecast to improve by 4.9% to $826.6 billion in

IFA Submission to the Senate Committec on Small Business and Entreprencurship
March 16, 2022

Page 2
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2022. Franchises’ GDP contribution to the overall economy will remain stable at 3% in
2022, but the growth rate is likely to slow to 5.7%, still higher than the pre-pandemic level,
to a total of $501 billion.”

Franchised businesses offer unique opportunities to local entrepreneurs and
underrepresented groups at disproportionate rates, especially to minorities, women, and
immigrants, with nearly 26% of franchises being owned by people of color, compared to
17% of independent businesses. Franchised businesses generate 2.3 times as many jobs
than their non-franchised counterparts, and franchises pay wages that are 2.2 to 3.4%
higher than similar non-franchised businesses.!

Conceptually, a franchised business does not have standards imposed by a franchisor; in
fact, it is precisely the opposite: the franchisee chooses and agrees to adopt the standards
that a franchisor creates for brand at the outset of the franchise relationship by entering
into a mutually agreed-upon contractual relationship. The notion that franchisees are
“squeezed” by franchisors and forced into so-called “take it or leave it contracts,” as some
policymakers have alleged, represents a fundamental flawed understanding of the
franchise business model and the free market system itself.

Of course, every business must develop and operate under certain criteria (for example,
what time of the day should | open, what items | sell, what quality of products should |
offer, where should I buy those items, how should | market my businesses, what prices
should I charge, etc.). Rather, the businessperson decides that instead of operating
independently — and developing and adopting its own standards - she or he chooses to sign
a franchise agreement and join a franchise system precisely in order to take make use of
that system's already developed standards. Prospective franchisees take that path because
they understand that in order to take advantage of the benefits of being a franchisee, they
must accept that the limitations inherent in being part of a system rather than operating on
their own. In franchising, you go into business for yourself, but not by yourself.

Indeed, they become franchisees knowing that the limitations serve a valuable propose. For
example, not only do the standards help the franchisee developer her or his business, but
they also help to preserve the value of those businesses. Undeniably, a wayward franchisee
will likely be encouraged to comply with the brand standards for the benefit of all
stakeholders - certainly including the “wayward franchisee,” but also the franchisor and
the other franchisees in the system who have invested in the brand’s value. An example of
the proposition that standards benefit all the franchisees in the system was cited by the
Massachusetts Supreme Judicial Court when it confirmed that a franchisor’s post-term
covenant against competition was reasonable and enforceable because “Dunkin’ Donuts
was protecting the very franchise system from which the plaintiff himself benefited.”

Boulanger v. Dunkin' Donuts Inc., 442 Mass. 635, 636 (2004).

1 The Vialue of Franchising. Oxford Economics (2021).

IFA Submission to the Senate Committec on Small Business and Entreprencurship
March 16, 2022
Page 3



The FTC Franchise Rule

The IFA strongly supports the FTC Franchise Rule (16 C.F.R. Part 436) as well as federal
and state efforts to enforce the existing laws. The IFA - along with many franchisors and
respected professionals working in the franchise sector - submitted comments to the FTC
in 2019 in response to the Commission’s request for comments (84 Fed. Reg. 9051 (2019))
on whether the Franchise Rule should be retained. [FA’'s detailed comment noted its robust
endorsement of the Commission’s retention of the Franchise Rule.

Indeed, the IFA firmly believes that the inherent benefit of useful disclosure and its value to
commerce is one of the guiding principles of the American economy. Justice Louis Brandeis
famously observed over a century ago that “[s]unlight is said to be the best of
disinfectants.” Louis Brandeis, Other People's Money and How the Bankers Use It 62 (1914)
(quoted in Statharos v. New York City Taxi & Limousine Comm'n, 198 F.3d 317, 323 (2d Cir.
1999)). In considering antitrust issues, the Supreme Court recognized that pre-transaction
disclosure of critical life-cycle cost information was |nvaluable to partles assessing whether
to buy the underlying product. Eastman -, 504 U.S. 451,
473 (1992).

The existing Franchise Rule sets up a disclosure regime that has served its fundamental
regulatory purpose: to provide significant and important pre-sale disclosure to prospective
franchisees.

These well-developed disclosure requirements benefit not only prospective franchisees,
but they also provide the basis for an across-the-board industry standard that all
franchisors must meet. Disclosure requirements that apply uniformly across the country
allow prospective franchisees to compare different franchisors’ offerings and obtain details
needed to avoid franchisors that don't suit the prospective franchisee’s needs, standards,
and other requirements. The disclosure also levels the playing field among franchisors so
that all are evaluated by prospective franchisees on the basis of roughly the same set of
information.

Moreover, the Franchise Rule has become the international gold standard for pre-sale
franchise disclosure. Since the Franchise Rule took effect in 1979, dozens of other countries
adopted similar requirements, recognizing that pre-sale disclosure similar to that required
under the Franchise Rule is needed to protect prospective franchisees and to preserve the
integrity of franchisors’ offerings.

State franchise pre-sale registration and disclosure laws, which apply in 14 states, largely
parallel the disclosure requirements of the FTC Franchise Rule. These laws also require
franchisors to file applications with state regulators to obtain approval before offering
franchises in those states. Those state filings are made initially (that is, before the first time
the franchisor offers franchises in that state), annually after that (that is, to renew the

IFA Submission to the Senate Committec on Small Business and Entreprencurship
March 16, 2022

Page 4
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initial filing in that state), and in the interim (e.g., if there are material changes to the
information in the FDD).

The quality of the U.S. disclosure regime has enabled the growth of legitimate franchised
business not only in this country, but internationally as well. U.S. franchisors are highly
regarded internationally, and many are sought-after for business developmentabroad. The
fact that the U.S. is a stable and professional environment for franchising is derived, in no
small measure, from the professionalism that is required in order to comply with the
disclosure obligations under the Franchise Rule.

From IFA's perspective, effective, efficient, and smart law enforcement is necessary to the
proper functioning of the disclosure regime and consistent with the goal of making the
franchise model more secure, more valuable, and even more beneficial for franchisees and
franchisors alike. Encouraging compliance - and where appropriate - penalizing material
non-compliance - serves the businesses that are already in franchising. Moreover, a solid
and reliable market also serves the needs of the growing number of businesses that seek to
adopt this model to efficiently bring their goods and services to the market.

State franchise regulators have a heavy burden due to the growing number of filings by
franchisors, limited resources available to the regulatory offices, and the effects of the
pandemic. In the case of Burgerlm, state regulators approved the franchisor’s FDD even
though there were “flashing red lights” as described above. Indeed, many parties (as noted
above, these include bankers, lawyers, auditors, and others) also apparently missed those
warning signs (although it is impossible to know or quantify how many prospective
franchisees saw and heeded those caution flags). (For our own part, we at IFA can also do
better - we highlight the accomplishment of fast-growing franchisors and need to redouble
our efforts to venerate the franchisors that perform at the highest levels.)

SBA and Franchisi

As noted above, the IFA strongly supports the FTC Franchise Rule, and we believe in the
disclosure promoted by the Rule. Even as we embrace the inherent value of disclosure, we
do not believe that the proposal to require disclosure of SBA loan default rates would have
prevented or remedied the problems in the “BurgerIm” system.

Additionally, creating new mandates specifically directed only to franchised businesses -
while excluding other types of businesses - unfairly disadvantages a particular business
model - especially when the data does not show that franchised businesses experience any
discrepancy in SBA charge-offs.

IFA Submission to the Senate Committec on Small Business and Entreprencurship
March 16, 2022
Page 5
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In fact, requiring SBA loan default rate disclosure (leaving aside our doubts as to its value,
how dependable would be the underlying data available to franchisors,” and our concerns
over other aspects of the proposed legislation) would add another data point to the FDD for
franchisees to consider. Notably, the Burgerlm FDD already included more than enough
data - the “flashing red lights” referred to earlier - to have alarmed and alerted most
prospective franchisees, their advisors, and their bankers as well as state regulators. And
yet - despite that clear and clarion disclosure - many parties green lit and even signed on
to the Burgerlm franchise arrangements.

Our view is that requiring a special kind of disclosure - for franchisors only - that would
add additional data to the FDD would not be useful to prospective franchisees or serve a
particularly useful purpose. Furthermore, the appropriate forum to consider changes to
franchisor disclosure requirements rests with then Federal Trade Commission, not with
the Small Business Administration.

ek
Thank you for the opportunity to share our views with the Committee and for considering

the points that we have raised. We would welcome the opportunity to answer any
questions that the Senators and their staff may have.

We also note there are inherent limitations in the reliability and completeness of the data
available to franchisors on default rates for SBA-backed bank loans. In order to compile
that information, numerous parties would have to provide various pieces of the data
puzzle in order to form a complete picture, let alone prepare a reliable and statistically
meaningful disclosure. The cost of gathering this data and preparing such disclosure
would be far greater than simply downloading an Excel spreadsheet from a network and
publishing it in Item 19 of a franchisor’s FDD.

IFA Submission to the Senate Committec on Small Business and Entreprencurship
March 16, 2022
Page 6
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Senator PAUL. In reality, no amount of regulations and disclo-
sures will eliminate the risk in SBA’s programs. The best way to
avoid risk to taxpayers is to stop forcing them to foot the bill for
SBA grants and defaulted loans. As Dr. Yelowitz stated in his writ-
ten testimony, the SBA’s guaranteed lending program cost the tax-
payer $25,000 per job. Another report from MIT found that the
PPP program cost the taxpayer $224,000 per job saved.

Rather than tweaking inefficient and bureaucratic SBA pro-
grams, I urge my colleagues to, for once, consider getting out of the
way and letting small business flourish. Thank you.

Chairman CARDIN. Before turning to Senator Cortez Masto, I
would ask consent that statements from the North American Secu-
rity Administrators Association and the International Franchise
Association be made part of our record. Without objection.

[The information referred to follows:]
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NORTH AMERICAN SECURITIES ADMINISTRATORS ASSOCIATION

20273

L 4

March 14, 2022

Chair Ben Cardin Ranking Member Rand Paul
U.S. Senate Commuittee on U.S. Senate Committee on

Small Business and Entrepreneurship Small Business and Entrepreneurship
428A Russell Senate Office Building 428A Russell Senate Office Building
Washington, D.C. 20515 Washington, D.C. 20515

Re:  NASAA’s Core Principles for Evaluating Federal Legislation Relating to Franchises
Dear Chair Cardin and Ranking Member Paul:

On behalf of the North American Securities Administrators Association, Inc.
(“NASAA™)," T am writing to commend you and your colleagues for scheduling a hearing to
examine the franchising industry and the role of the U.S, Small Business Administration
(“SBA”) in franchising. In addition, 1 am writing to urge you to consider NASAA’s core
principles for evaluating federal legislation relating to franchises.

At NASAA, we believe in prioritizing investor protection, encouraging responsible
capital formation, and supporting inclusion and innovation in our capital markets. We have
ample experience and expertise in the difficult work of maintaining an even playing field in our
capital markets for investors and all types of investment products, professionals, practices, and
technologies. As you may know, NASAA, the voice of state securities regulators, plays an
important role in franchising regulation because many states regulate the offer and sale of
franchises and approximately half of them require pre-sale registration of franchise offerings.
The insights and opinions of state securities regulators regarding franchises reflect their positions
on the frontlines of protecting Main Street investors and engaging with small business owners.”

(Jrganwcd in 1919, NASAA is lhc oldcsi mu.mullorml organization deveted to investor protection. NASAA's
ists of the n the 50 states, the I)rztncl of Columbia, Canada, Mexico, Puerto
Rico, and the U.S. Virgin [slands. NASAA is the voice of ible for gr investor protection
and responsible capital formation.

 NASAA has several sections, committees, and project groups that earry out and otherwise support its work. Since the
19805, NASAA has had a group of approximately a dozen state securities regulators that work on vanous projects and
tasks related to franchising. For at least the last 20 years, an employee of the Federal Trade Commission ("FTC") has
served as an observer on NASAA's franchise project group, The current chair of the project group is Theresa Leets,
Assistant Chief’ Counsel, Securities Regulation Unit, California Department of Financial Protection and Innovation. Dale
Cantone, then-Deputy Securities Commissioner and Chief of the Franchise and Business Opp ities Unit of the Office
of the Maryland Attomey General, Sceurities Division, served as the chair of the projeet group from 1997 10 2021, To
locate NA‘»M FESOUFCEs relating to franchising, gu o | [_g nchises Resources at nasaa.org. See, e, State Securities
“ranchise and unities. N.-’\‘u’\A Secks !*uhhc “omiment on i’m w:d

NC.

750 First Street N.E., Suite 1140
Washington, D.C. 20002
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Like many state securities regulators, we at the Maryland Securities Division have
worked hard the last several decades to protect investors in franchises through education,
disclosure, and enforcement, among other regulatory tools. At each juncture, we have become
more concerned and outspoken about the need for our federal partners to adjust and properly
fund their regulatory regime so that it produces enhanced regulatory coordination, investor
education, transparency, and enforcement.’

NASAA supports the efforts of the U.S. Senate Committee on Small Business and
Entrepreneurship to shine a light on the opportunities for strengthening the franchising regulatory
framework in the United States. As you do so, we urge you to consider the core principles
outlined below and oppose legislative proposals that are inconsistent with these principles.

1. Congress should protect the authority of state securities regulators. For over a
century, state securities regulators have been on the frontlines of work to make our capital
markets safer, more efficient, and more inclusive. Today, we continue to work hard to ensure
that the latest market practices, including practices in the franchising marketplace, occur
within the well-established regulatory framework for supporting investor protection and
responsible capital formation in the United States. Those of our members who also regulate
the offer and sale of franchises bring an equal measure of commitment to investor protection
and sound franchising practices. We oppose federal legislation that preempts or otherwise
restricts the authority of state securities regulators, including our administration of state
franchise laws.

2. Congress should foster better regulatory coordination. Regulators, particularly state
securities regulators and the FTC, communicate about and agree on many issues. However,
more can be done to foster better regulatory coordination. First, federal entities, including the
U.S. Department of the Treasury, the FTC, the U.S. Government Accountability Office, and
the SBA, must seek input from state securities regulators on relevant franchise regulatory
matters before issuing reports, especially reports to Congress. Second, commissions, working
groups, task forces, and similar bodies working on franchising and related issues must
include representation from state securities regulators, If a member of Congress wanted to act
now to promote enhanced regulatory coordination, by way of example, she or he could
introduce legislation to amend the enabling statute for the Financial Literacy and Education
Commission (“FLEC”) to include representation from NASAA and explicitly include
franchise education as an area of emphasis for FLEC."

3. Congress should foster easier, more informed decision-making. Presently, people wha
want to invest in a franchise face a difficult, time-consuming process for researching
opportunities. The average investor, who may be seeking to operate a small business with

3 See, e.g., Testimony of Dale Cantone, Reviewing the Franchise Rule: An FIC Workshop (Nov. 10, 2020): Prepared
Statement of Dale Cantone, then-Deputy Securities Commissioner and Chief of the Franchise and Business Oipportunities
Unit of the Office of the Maryland Attorney General, Securities Division, Before the Subcommittee on Commerce, Trade,
and Consumer Protection of the Committee on Energy and Commerce, U5, House of Representatives (June 25, 2002).

! See 20 US.C. Ch. 77, Finaneial Literaev and Education Commission.
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little or no prior business experience, must spend considerable time reviewing the relevant
disclosure documents, which typically are lengthy and full of legalese.” In our view, it should
not be so time-consuming and hard to invest safely in a franchise. If a member of Congress
wanted to act now to foster easier, more informed decision-making, by way of example, she
or he could introduce legislation that achieves at least three goals. First, the bill would fund
an FTC-led effort to explore ways to make franchise disclosure documents easier to read and
understand for average franchise investors, Second, the bill would direct the FTC to work
with NASAA to require that all franchise disclosure documents include meaningful financial
performance representation disclosure, wherever feasible. At present, that all-important item
of disclosure is not required under the FTC Franchise Rule, even though it is the single most
important piece of disclosure that prospective franchise investors desire, and that they should
have to make an informed investment decision.® Third, the bill would ban the use of waivers.
Prospective franchise investors should never be required or asked to waive their rights under
applicable franchise laws, nor should they be required or asked to sign a mandatory
arbitration agreement.”

Thank you for your consideration of NASAA’s comments. Should you have any
questions, please do not hesitate to contact me or Kristen Hutchens, NASAA’s Director of Policy
and Government Affairs, and Policy Counsel, at khutchens(@nasaa.org.

Sincerely,

WelancSedeLudb.

Melanie Senter Lubin
NASAA President
Maryland Securities Commissioner

Dale E. Cantone
Senior Assistant Attorney General
Maryland Securities Division

* See NASAA Comment to FTC Franchise Rule Regulatory Review (May 13, 2019) (calling for the FTC to improve the
readablity of disclosures) (“Over the last twenty-five years, [the Franchise Disclosure Documents] have become longer
and more complicated. According to one noted franchisee lawyer, “[i]t is now not unusual for the entire [FDD], including
all related attachments, to exceed 300 pages. In fact, it is not unheard of for a[n FDD| to exceed 500 pages, or 7.5 pounds,
of material.” Some FIDDs even exceed 1,000 pages of material.”).

“ See FTC, Transeript: Reviewing the Franchise Rule: An FTC Workshop (Nov. 10, 2020) (participants explained that the
present regulatory scheme allows a franchisor to not disclose financial performance representations to prospective
franchisees but still make a similar disclosure to banks to facilitate loans).

" See NASAA Letter to the Leadership of the U8, Senate Committee on Banking,
Mandatory Arbitration Agreements in Our Capital Markets (Mar. 8, 2022).
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Chairman CARDIN. Senator Cortez Masto, I already mentioned
the work that you did leading up to the introduction of these two
bills. We thank you for your leadership on this issue and so many
other issues, and it is a real pleasure to have you before the Com-
mittee.

STATEMENT OF HON. CATHERINE CORTEZ MASTO,
A U.S. SENATOR FROM NEVADA

Senator Cortez Masto. Chairman Cardin, thank you; Ranking
Member Paul and to the distinguished members of the Committee,
thank you, for the invitation today to testify about the role the
Small Business Administration can play in protecting franchisee
borrowers from harmful practices in the franchise industry.

There are terrific franchise corporations out there that provide
opportunities for entrepreneurs to own successful businesses, but
there are also franchise corporations that treat entrepreneurs in-
credibly unfairly. Last year, I released a report detailing how the
franchise system has left some entrepreneurs financially dev-
astated. I have heard from Nevadans who have lost their retire-
ment funds, their life savings, and their homes trying to repay
loans on unprofitable businesses.

Our small business owners do not expect their businesses to be
risk-free, but if they purchase a franchise they absolutely deserve
to know what they are getting into. Right now, that is not always
the case, and the Small Business Administration can do more to fix
it.

The SBA is the go-to source of funding for many new franchises.
My report indicates that franchise loans make up 13 percent of
SBA’s total loan portfolio. In 2019 alone, SBA guaranteed more
than 7,000 loans to franchise owners. Yet, some franchise brands
consistently see high default rates, and the SBA Inspector General
has repeatedly raised concerns about these high-risk franchises.

This is why it matters. If a franchise owner gets an SBA loan
for a franchise business that is unprofitable, the franchise owner
will oftentimes have to repay the loan from personal assets. That
is their savings, their retirement funds, and their homes. If those
assets are not enough, the SBA then pays off the loan. This is the
guarantee that SBA provides lenders that loan to franchise owners.
Those repaid funds are paid for by other small borrowers and
sometimes taxpayers.

I recommend that the SBA require franchise corporations to
share historical financial performance data with the potential fran-
chise owners before the SBA guarantees the loan. It is a simple
step that could help investors avoid devastating defaults.

Now I have introduced, as the Chairman said, two bills that en-
sure franchisee borrowers have access to critical historical financial
information that they need before they make a decision to move
forward. The SBA Franchise Loan Default Disclosure Act requires
the SBA to publish default rates by franchise brand over the past
decade. Every lender reports to the SBA monthly on loan perform-
ance. The SBA can easily make default rates on loans it guarantees
publically accessible on its website. Publishing defaults by brand
gives entrepreneurs information about the risks that they might
face.
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The second bill I introduced, the SBA Franchise Loan Trans-
parency Act, requires franchise corporations to give accurate histor-
ical financial performance information to anyone applying for SBA
government-backed loans. Now when I talk with franchise owners,
they repeatedly tell me that they did the research before investing.
Yet, prospective franchise owners are not getting all of the histor-
ical financial performance data that they need to make a decision.
Any information they get in the franchise disclosure document is
required by law to be accurate, but because some franchise corpora-
tions know that everything in the FDD has to be accurate they can
leave out key pieces of financial performance information. Instead,
they may give that information to franchise owners outside the
FDD, and they can present it an overly rosy or an inaccurate way.
So my bill requires the franchise corporations to provide specific
historical performance data in the FDD so that borrowers can
make an informed decision about the risks that they face.

People buy franchises because they want to invest in a business
that has proven successful. You are going to hear that today from
one of your panelists. Only brands willing to share revenue data
on how their franchises have performed in the past should earn the
privilege of having their investors receive SBA guaranteed loans.
In that sense, my bills sets a standard for franchise corporations.

Now although I have introduced bills to make these changes, let
me make it very clear that the Small Business Administration has
the power to take these steps on its own. And so while franchises
are wonderful business opportunities for hardworking Nevadans
and they are wonderful business opportunities across the country,
we need to do more to ensure that all franchise owners have that
experience. The SBA should not be guaranteeing high risk loans.

So I want to thank the Committee for taking this subject up. I
look forward to working with the various members of the Com-
mittee and the Chair and Ranking Member and thank you again
for holding this hearing.

[The prepared statement of Senator Cortez Masto follows:]
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Statement of Senator Catherine Cortez Masto
before the
Senate Small Business Committee: Small Business Franchising: An Overview of
the Industry, SBA’s Role, and Legislative Proposals
March 16, 2022

Chairman Cardin, Ranking Member Paul, and distinguished members of the committee:

Thank you for inviting me to testify about the role the Small Business Administration can play in
protecting franchisee borrowers from harmful practices in the franchise industry,

There are terrific franchise corporations out there that provide opportunities for entrepreneurs to
own successful businesses. But there are also franchise corporations that treat entrepreneurs
incredibly unfairly.

Last year, I released a report detailing how the franchise system has left some entrepreneurs
financially devastated. I've heard from Nevadans who have lost their retirement funds, their life
savings, and their homes trying to repay loans on unprofitable businesses.

Our small business owners don’t expect their businesses to be risk-free. But if they purchase a
franchise, they absolutely deserve to know what they’re getting into. Right now, that’s not
always the case, and the Small Business Administration can do more to fix it.

The SBA is the go-to source of funding for many new franchises.

My report indicates that franchise loans make up 13% of the SBA’s total loan portfolio.

In 2019 alone, SBA guaranteed more than 7,000 loans to franchise owners.

Yet some franchise brands consistently see high rates of default. And the SBA Inspector General
has repeatedly raised concerns about these high-risk franchises.

This is why it matters: Franchise owners often sign a personal promissory note. If they can’t pay
the loan from profits from the business, they will be on the hook for repaying the loan from their
savings, their retirement funds, or their homes.

If those assets are not enough, the SBA will pay off the loan. Those repaid funds are paid for by
other small business borrowers, and sometimes, the taxpayers.

I recommend that the SBA require franchise corporations to share historical financial
performance data with the potential franchise owners before the SBA guarantees a loan. It's a
simple step that could help investors avoid devastating defaults.

I've introduced two bills that ensure franchisee borrowers have access to critical historical
financial information they need.
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The SBA Franchise Loan Default Disclosure Act requires the SBA to publish default rates by
franchise brand over the past decade.

This is simple: Every lender reports to the SBA monthly on loan performance. The SBA can
easily make default rates on loans it guarantees publicly accessible on its website. Publishing
defaults by brand gives entrepreneurs information about the risks they might face.

The second bill, the SBA Franchise Loan Transparency Act, requires franchise corporations to
give accurate historical financial performance information to anyone applying for SBA
government-backed loans.

When I talk with franchise owners, they repeatedly tell me that they did their research before
investing. Yet prospective franchise owners are not getting all the historical financial
performance data they need. Any information they get in the Franchise Disclosure Document is
required by law to be accurate.

But because franchise corporations know that everything in the FDD has to be accurate by law,
some of them intentionally leave out key pieces of financial performance information. Instead,
they will give that information to franchise owners outside the FDD—where they can present it
in an overly rosy or inaccurate way.

My bill requires the franchise corporations to provide specific historical performance data in the
FDD, so that borrowers can make an informed decision about the risks they face.

People buy franchises because they want to invest in a business that’s proven successful. Only

brands willing to share revenue data on how their franchises have performed in the past should
earn the privilege of having their investors receive SBA-guaranteed loans. In that sense, my bill
sets a standard for franchise corporations.

Although I've introduced bills to make these changes, the Small Business Administration has the
power to take these steps on its own.

Many franchises are wonderful business opportunities for hardworking Nevadans. We need to do
more to ensure that all franchise owners have that experience. The SBA should not be
guaranteeing high-risk loans.

I'll continue to work with the members of this committee to make much-needed changes that
protect hardworking franchise owners. Thank you.
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Chairman CARDIN. Well, Senator, thank you for your work on
this area and also for your testimony here today. It is hard to gen-
eralize. I agree that franchises are an extremely important part of
entrepreneurship and it has been a very successful model, business
model. It seems to me that the requirements in your two bills—if
we were to categorize those franchises that have been most suc-
cessful, they comply with those requirements. They are already
making that information available to potential franchisees.

So it seems to me what your bill is doing is establishing best
practices in the field in an effort to make sure that the concept of
franchising maintains a standard that will allow it to grow in the
future. So I applaud you and the legislation.

Are there any questions by members of the Committee for Sen-
ator Cortez Masto?

[No audible response.]

Chairman CARDIN. If not, thank you very much for your testi-
mony. Appreciate it.

Senator Cortez Masto. Thank you.

Chairman CARDIN. We will now go to our second panel. We have
testifying virtually, Professor Robert Emerson, and he is the Huber
Hurst Professor of Business Law at the University of Florida. He
has authored several business law textbooks and written several
dozen law journal articles, book chapters, and other works on fran-
chise law. He has led research symposia on franchising and taught
franchise and distribution law at universities and institutions
throughout North America and Europe.

We will then hear from Aaron Yelowitz. Dr. Aaron Yelowitz is a
professor in the Department of Economics at the University of Ken-
tucky, a senior fellow with the Cato Institute, and a research fellow
with the Institute of Labor Economics. He has taught graduate
classes in public economics and health economics and under-
graduate classes on health economics, labor economics, housing eco-
nomics, and poverty and welfare programs.

We will then hear from Leanne Stapf, Chief Operating Officer of
The Cleaning Authority, Columbia, Maryland. Leanne Stapf has
been the Chief Operating Officer of The Cleaning Authority since
2012, working to build and enhance the infrastructure to support
franchisees. She is also a franchisee of a location of The Cleaning
Authority in Harrisburg, Pennsylvania. The company’s franchises
provide regular cleaning services to over 100,000 customers.

Now lastly, we will hear from Mr. Bryan Tipton, owner of Tipton
Investments in Nicholasville, Kentucky. He has been an Arby’s
franchisee since 2008 and also owns a residential rental company.
Mr. Tipton works in the operations of his restaurant. Mr. Tipton
grew up in Richmond, Kentucky, working in the fast food industry
and attended Eastern Kentucky University before pursuing res-
taurant management.

We will start first with Professor Emerson, virtually.

I would ask each of you to—your full statements will be made
part of our record. If you could summarize in about five minutes,
we would appreciate that.

Professor Emerson.
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STATEMENT OF ROBERT W. EMERSON, HUBER HURST PRO-
FESSOR OF BUSINESS LAW, UNIVERSITY OF FLORIDA,
GAINESVILLE, FL

Mr. EMERSON. Thank you. Chairman Cardin, Ranking Member
Paul, distinguished Committee members, I am honored to be in-
vited to this hearing. I grew up not far from the Capitol in Silver
Spring and wish I could be there in person.

This morning, I watched the incredibly moving speech before
Congress of President Zelenskyy, and I will be the first person to
acknowledge that my thoughts on franchising obviously do not mat-
ter much compared to something as epic as that. Still, as I thought
about Ukraine’s heroic fight for freedom and democracy, I thought
of how franchising is a kind of marketplace democracy.

As a model for business based on free choice, good governance,
transparency, and a certain measure of democratic norms, much
should be expected of franchising, and the best run franchisors gen-
erally do quite well, yet not at the expense of franchisees. They are
really all in it together.

Many franchisees have benefited very much from becoming part
of a franchise network family, but other franchisees have been hurt
tremendously. To some degree, these franchisees can, and no doubt
often do, blame themselves for not steering away from what turned
out to be a fateful choice to purchase a franchise, but those mis-
takes are so predictable. Just as we do not know who exactly will
be injured due to poor designs or manufacturing but we can predict
that there will be significant numbers who are injured, so we can
look at how some franchise systems operate and how some fran-
chise prospects will proceed, and it all so predictable that people
will be hurt.

So there are norms in that franchisees should have a number of
freedoms that a written term in a FDD or a franchise agreement
cannot deny, freedoms such as to go to court to assert a claim
based directly on the FTC rule, to freely associate and exchange in-
formation with other franchisees without any fear of retaliation, to
be able to introduce in court the statements made to them by
franchisor representatives despite a parol evidence rule or waivers
or nonreliance defenses.

A norm of good franchise system governance should be that
franchisors are bound by the reasonable expectations of all the par-
ties concerned, including franchisees, whenever operations manuals
may be used or require expensive changes to the system.

Perhaps most of all, and this is really more on regulators and the
franchising community as a whole, the mountain of information
that is available to prospective franchisees needs to be more readily
accessible, in a highly useful format, for easy tabulation and com-
parison of FDD data from various franchisors or even across indus-
tries.

In my research, I have gathered hundreds of FDDs and put them
in somewhat surgical files for my use. But when you need to put
in time to do that, well, it really does help to have tenure. Prospec-
tive franchisees do not have that time and may understandably feel
as if they are being hosed down by a fire hydrant of documents,
disclosures, and disclaimers. Exhaustion, information overload may
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lead them to decide to abstain from some choices that they really
should make.

So I do endorse S. 1120 and certainly agree with the motives be-
hind S. 2162, but the FTC, the SBA, the NASAA, the IFA, and
probably some other acronyms certainly could work to make the
data much more user-friendly. That would be good for everyone.

The data out there is really a set of collective experiences, and
when we look at those experiences, you could say that franchise
systems are all feeding off of experience, what a franchise network
builds upon. There is always more for us to learn, and thus, I hope
I am one person for whom the old quip does not apply: You can al-
ways tell a Harvard man, but you cannot tell him much.

[The prepared statement of Mr. Emerson follows:]
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Robert W. Emerson

Huber Hurst Professor of Business Law
Warrington College of Business
University of Florida

Written Statement for Hearing, “Small Business Franchising: An Overview of the
Industry, SBA’s Role, and Legislative Proposals,” March 16, 2022, U.S. Senate
Committee on Small Business and Entrepreneurship

Chairman Cardin, Ranking Member Paul, and distinguished members of the Committee,
thank you for inviting me to testify at this hearing. Franchising has been the focus of most of my
research as a professor of business law for 34 years. My vita and short bio provide more
information about my background as an attorney and educator, including — of greatest relevance
—my work related to U.S. and international franchise law. Besides writing several dozen law
journal articles and some book chapters on a variety of franchise law topics, my work in
franchise law has extended to occasional stints as an expert, to membership in the American Bar
Association’s Forum on Franchising and in a multidisciplinary academic organization, the
International Society of Franchising, and to occasional teaching of franchise and distribution law
at universities both here and abroad.

1 very much appreciate the opportunity to “testify” some with this writing, as 1 know the
Committee’s time is quite valuable and oral testimony is necessarily limited in both time and
scope. Ewven for this theoretically unlimited written statement, I will try to overcome the fact that
I am “doubly blessed” (both a lawyer and a professor), and endeavor to keep things relatively
brief.

An Overview of the Franchising Business Model

The franchise business model is a widely used arrangement that permits businesses to
expand quickly and inexpensively into various markets both domestically and internationally.'
For example, in the United States, franchised businesses account for roughly 40% of all retail
sales,” with over 780,000 operating franchised units directly employing about 8.3 million people

B.A., Sewanee: The University of the South (1978); 1.D., Harvard Law School (1982). Member of the Maryland Bar
since 1982. The opinions expressed in this Written Statement are those of the author, and are not necessarily
those of the University of Florida, the Warrington College of Business, my various coauthors, or institutions
with which I am affiliated. My email address is robert.emerson@warrington.ufl.edu.

! The American concept of franchising is expanding rapidly throughout the world, with an increasing share of
intemational commerce. See Robert W. Emerson, Franchise Encroachment, 47 AM. BUS. L.1. 191, 196-97 n.23
(2010) (detailing the numerous statistics indicating the phenomenal growth of franchising worldwide, both throughout
Europe and such diverse and important national economics as those of Australia, Brazil, China, India, and Japan).
That growth has expanded to the developing world. It is believed that this growth, in various markets worldwide, both
mature and developing, is driven both by the attraction of franchising for domestic brands and also for foreign-based
brands secking to expand outside of their saturated “home” territories.

* This is an estimate long touted by various sources. At the very least. franchising’s share of the total retail economy.
since at least the vear 2001, has been one-third. ROGER D. BLAIR & FRANCINE LAFONTAINE, THE
ECONOMICS OF FRANCHISING 26-27 n.28 (2005); Emerson, supra note 1, at 196-197. For carlier statistics, see
U.S. DEP'T OF COMMERCE MINORITY BUS. DEV. AGENCY, FRANCHISE OPPORTUNITIES HANDEBOOK
vii (1995): Robert W. Emerson. Franchising Covenants Against Competition, 80 IOWA L. REV. 1049, 1050-51 n.4

T
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and indirectly accounting for close to twice that many jobs.® Furthermore, these franchised
businesses create an economic output of $1.6 trillion dollars and account for 5.8% of the U.S.
GDP.!

Franchising provides a method for businesses to expand quickly
and inexpensively into various markets. A business [the franchisor]
accomplishes this task by licensing its name and trademark as well
as selling its goods or its particular business format to independent
franchisees in exchange for payment of a royalty. The franchisee
also benefits from such an arrangement. By entering into a
franchising relationship, a franchisee can effectively run its own
business without having to invest substantial time and money
trying to perfect a new good or business method. That is,
franchisees benefit from their franchisor’s knowledge, experience,
research, development, capital, and reputation.*

Essentially, franchising allows the franchisee to effectively run its own business without
having to invest substantial time and money trying to perfect a new product or business model ®
Typically, franchisees own and operate a business “in accordance with conditions and
procedures prescribed by the franchisor, who in turn advertises, advises, perhaps lends capital,
and/or otherwise assists the franchisees. The franchise network generally consists of a system-
wide marketing plan and/or a ‘community of interest” between the franchisor and its
franchisees.”’

As with many things in life, the experience and perspective of the parties to a franchise
contract can vary tremendously; some franchisees remain quite happy or at least content with
their investment decision, while others in time are filled with regret. Of course, in business
relationships (and a franchise is, in essence, a business relationship), the parties’ level of
satisfaction, or not, is likely to have a strong correlation to the profitability, or not, of their
dealings.

(1995) (citing numerous sources concerning the rapid growth of franchising in both the 1980s and the early 1990s).

* David L. Steinberg, Franchise Industry Facts, hitps:/franchiselawver.com/franchise-legal-resources/franchise-
industry-facts (citing INTERNATIONAL FRANCHISE ASSOCIATION),

Y A4 Look a How Franchises Impact the FEeconomy, FRANCHISE DIRECT (January 28, 2020),
https:/www . franchisedirect. com/information/a-look-at-how-franchises-impact-the-economy.

* Robert W. Emerson, Franchise Contract Interpretation: A Two-Standard Approach, 2013 MicH. ST. L. REv. 641,
641-642 (2013). See geperally Int’l Franchise Ass'n, What Are the Advantages and Disadvant of Owning a
Franchise?, FRANCHISE.ORG, htips://www franchise.org/fags/basics/what-are-the-advantages-and-disadvantages
(last visited March 14, 2022); BLAIR & LAFONTAINE, supra note 2, at 9-13; ELIZABETH CRAWFORD
SPENCER. THE REGULATION OF FRANCHISING IN THE NEW GLOBAL ECONOMY . 7-9 (2010). A study of
100 randomly selected fast food franchises found the medial initial franchising fee to be $25.000. In the same study.
the median royalty payment was 5% of revenue. Emerson, supra note 3, at 689,

% Robert W Emerson & Un Benoliel, Are Franchisees Well-Informed? Revisiting the Debate over Franchise
Relationship Laws, 76 ALB. L. REV. 193, 203 (2012/2013).

" ROBERT W. EMERSON, BUSINESS LAW 348 (Barron's Educ. Series. Inc.. 6" ed. 2015).
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Although many commentators believe there is a higher survival
rate for franchised businesses than for new, independent
businesses, there are, compared with completely independent
operations, many additional costs associated with franchising, such
as initial fees and continuing charges (royalties). Thus, a bottom-
line question for a prospective franchisee is this: ‘“What can the
franchisor do for me that I cannot do for myself?’ Only if the
services, trademarks, goods, and other items obtained from the
franchisor cannot be lawfully produced on one’s own, and only if
they are truly of long-term economic worth, should one pay the
franchisor to join its network as a franchisee.®

The right match of franchisor and franchisee can produce a long, mutually beneficial
arrangement for both parties: franchisors receive the franchisees” money and efforts, spread
some of the risk of loss to the franchisees, and obtain — at lower cost and perhaps higher
efficiency — an expanding sales or services network, while franchisees “can start a business
despite limited capital and experience” as well as benefit from the franchisor’s business expertise
and the goodwill of the franchise product or trade name (the brand).” Some other advantages for
the franchisee are equally well-known:

‘Owning a franchise allows you to go into business for yourself,
but not by yourself.” A franchise provides franchisees (an
individual owner/operator) with a certain level of independence
where they can operate their business . . . [and perhaps benefit
from] a pre-sold customer base which would ordinarily takes years
to establish. A franchise increases your chances of business
success because you are associating with proven products and
methods|, perhaps attracting customers due to a system-wide,
contractually-mandated] level of quality and consistency.'”

A prospective franchisee should attend to the sometimes severe, often numerous
disadvantages of franchising that may outweigh the benefits. Due diligence and the counsel of
professionals (lawyers, accountants, etc.) are certainly highly recommended,'! something that

E1d.

? Id. at 348-349. The franchisor’s “business expertise” may constitute “support” for the franchisee: pre-opening (e.g..
site selection. design, construction, finance, and training) and ongoing (c.g.. training. advertising, operating
procedures, assistance and supervision, increased spending power, and potential bulk purchasing). INT'L FRANCHISE
Ass'™N, WHAT ARE THE ADVANTAGES AND  DISADVANTAGES ©OF OWNING A FRANCHISE?
https://www franchise org/fags/basics/what-are-the-advantages-and-disadvantages (last visited March 14, 2022).

1 INT'L FRANCHISE ASS'N, supra note 9.

! Robert W. Emerson, Fortune Favors the Franchisor: Survey and Analysis of the Franchisee 's Decision Whether to
Hire Counsel, 51 SaN DieGo L. Rev. 709, 723-24 (2014) (citing franchisor lawyers and other franchise law
commentators to note the likelihood that unrepresented franchisees will not understand their complex franchise
agreements). See also Robert W. Emerson. Transparency in Franchising, 2021 CoLus. Bus. L. REv. 172, 219-223
(2021) (discussing how potential franchisees sometimes opt for franchise law advice and related guidance from online
services, particularly LegalZoom, including the charges for these services as well as the problems with and litigation
against LegalZoom and other online providers of documents and legal assistance).
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franchisors should encourage, perhaps via a new requirement in the FTC Rule.'? Of course,
retaining a lawyer is not required. And — in fact- many prospective franchisees do not obtain the
professional advice that they need."

The disadvantages of franchising need to be as well-understood as the advantages. These
actual or at least potential serious problems with franchising should be contemplated by
franchise applicants, who should receive the advice of counsel, hopefully well before a franchise
applicant might be bound to a “bargain™:

The franchisee is not completely independent. Franchisees are
required to operate their businesses according to the procedures
and restrictions set forth by the franchisor in the franchisee
agreement. These restrictions usually include the products or
services which can be offered, pricing and geographic territory.
For some people, this is the most serious disadvantage to becoming
a franchisee. In addition to the initial franchise fee, franchisees
must pay ongoing royalties and advertising fees. Franchisees must

12 There are certain disclosures or \\amngs that could be put more starkly. in hopes of really capturing the prospective
franchisee’s I rece ded such in order to counter the tendency ofa large percentage of people
who. whether activ cl\ or passively, refrain from hiring counsel before signing a franchise agreement.

[t may be arg,uod that the besl method for dealing with uncounseled franchisees, in conformity
with a regul ork suitable to providing additional protections, is to require more from
the franchisor, such as disclosing more information to prospective franchisees about the importance
of secking independent counsel. New disclosures could take the form of an acknowledgement that
the franchisee is fully aware of the potential issues that could arise from not seeking counsel in the
franchise negotiation process and the signing of the ag The acknowledg need not
constitute the waiver of a franchisee’s right to sue the franchisor for misrepresentations or othenwise
but should emphasize the need to have lawyers review the documents and thereby negate the current
impact of uncounseled franchisees on franchised networks and the courts. The notice would
explicitly remind would-be franchisees that what they are about to sign merits the expert guidance
of a franchise attorney. For example, the warning could say:
Before agreeing to become a franchisee, you should consult with an experienced
franchise lawyer. As a practical matter, including a long-term savings of time and money,
your hiring that lawyer at the outset is almost always a “must.’
Do not trust in your ability, or the ability of others. to decide whether you need a lawyer’s
assistance for something this important. Just as a new but persistent physical ailment
should lead vou, as a matter of personal health, to do more than just treat it yourself but
to see a medical doctor, so vou, when buying a franchise, should not “go it alone.” To
proceed without a lawyer. you simply do not know enough about this franchise, the legal
nature of the franchise documents, and the many relevant laws.
The nature of professional expertise (medicine, law, etc.) is that even an otherwise very
smarl and experienced individual, if not a professional in that field, needs professional
assistance. Also, your lack of training and experience in law likely makes you unable to
assess whether and how a legal expert (a franchise lawyer) could help you. So, no matter
how smart or experienced you may be generally or even for this particular type of
business, you probably cannot accurately weigh the costs of “going it alone” versus
paying for legal counsel. Very often in hindsight, a franchisee who failed to hire a lawyer
deeply regrets that he or she did not hire a lawyer at the oultset.
If properly formulated and distributed, such a waming could operate quite well. Franchisees would
not just be better advised: the result would include the beneficial side effects of fairer franchise
agreements and reduced litigation.
Emerson, Fortune Favors the Franchisor, supra note 11, at 769-770.

13 See Emerson, Fortune Favors the Franchisor, supra note 11, at 715 & n.29, 718 (noting that franchisors often
recommend that franchisees seek counsel but also that. at closings, counsel represented only 26.07% of franchisees).
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be careful to balance restrictions and support provided by the
franchisor with their own ability to manage their business. A
damaged, system-wide image can result if other franchisees are
performing poorly or the franchisor runs into an unforeseen
problem. The term (duration) of a franchise agreement is usually
limited and the franchisee may have little or no say about the terms
of a termination. '

Indeed, other areas of franchise law likewise may be viewed as, in their effects, imploring
franchisors to try to ensure that a little bit of disclosure does not relieve franchisees and their
advisors from reading, retaining and reflecting upon what is in a disclosure. For example, as
noted in Senator Cortez Masto’s April 2021 Report, “seeing a brand listed in the Small Business
Administration Franchise Directory, provides a sense of legitimacy, which can lead to undue
belief in the viability of the brand.”® There are, of course, many other matters to consider.

Many Non-Disclosure Reforms Are Possible in Franchising

There are a number of reforms, either legislative or in regulations, that would clarify the
franchise law, make it more uniform, or simply rectify an imbalance that disfavors the
franchisee. Among these proposals are the following:

1. There should be a private right of action with respect to violations of the FTC Franchise Rule.

2. As found in about ten states, a franchisee right of association should be guaranteed either
uniformly (in all of the states) or via a national law.'® Note that the proposed law would not
necessarily grant to franchisee groups (e.g., associations or advisory councils) the right to compel
the franchisor to engage in collective bargaining with an association. Instead, the reform would
be a Norris-LaGuardia Act equivalent: franchisees having the right to join an association without
fear of an actual discharge, a constructive discharge, or some other discriminatory behavior.

3. Absent a compelling reason, arbitration clauses should not be enforced against a franchise
party that wants to sue or defend a case in court.

M INT'L FRANCHISE Ass'N. supra note 9.

1% OFFICE OF SENATOR CORTEZ MASTO, STRATEGIES TO IMPROVE THE FRANCHISE MODEL: PREVENTING UNFAIR ANIY
DECEPTIVE FRANCHISE PRACTICES 11 (April 2021) (hereinafier, “STRATEGIES TO IMPROVE THE FRANCHISE MODEL”™).

% Even when franchisees may recognize the usefulness of acting collectively and supporting one another, that
recognition is unlikely to produce any action that overturns any strongly pro-franchisor power imbalance. See Robert
W. Emerson, Franchising and the Collective Rights of Franchisees, 43 Vaxp. L. REv. 1503, 1556-1566 (1990)
(arguing for the need for state right of association laws and federal antitrust law reforms bolstering the franchisees’
right to act collectively): Robert W. Emerson & Uri Benoliel, Can Franchisee Associations Serve as a Substitute for
Franchisee Protection Laws?, 118 PENN ST. L. REV. 99, 104, 119-128 (2013) (concluding that for many reasons of
law. psychology, and economics. franchisees are unlikely to avail themselves of opportunitics to form or join
franchisce associations); Warren 8 Grimes, The Sherman Act’s Unintended Bias Against Lilliputians: Small Playvers®
Collective Action as a Counter to Relational Market Power, 69 ANTITRUST L.J. 195 (2001) (noting that antitrust law
unfairly disfavors franchisees and other smaller businesses): Warren S. Grimes, Market Definition in Franchise
Antitrust Claims: Relational Market Power and the Franchisor’s Conflict of Interest. 67 ANTiTRUST L.J. 243 (1999)
(noting that franchisces and franchisors have differing interests ofien of great imporiance when panties urn to, or
defend against, antitrust claims),
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4. A number of persons working as brokers'” between a franchisor and the potential franchisee
have been accused of misrepresentation,'® with the commission nature of the brokerage being
viewed as encouraging sales of franchises over advise to prospective purchasers.'” This is an area
where franchisees and franchisors tend to agree that tighter laws could be enacted. As [
understand it, regulatory initiatives have in the past few years been put into place in California
and other states. These initiatives may well serve as a guidepost for a revision to the FTC Rule, a
clarion call to federal regulators, or even action by Congress.””

5. In the loan and guaranty context, there should be more upfront, bold warnings, such as
concerning the SBA’s Franchise Directory. There should be more information about the process
for issuing, or not, a loan or a guaranty of the loan.

6. The parol evidence rule should not serve as a means to strike evidence outside the four-corners.
of a franchise contract that was allegedly procured through the franchisor’s or its agent’s
misstatements '

7. Franchisors should be restricted from making unilateral changes to the Operations Manual or
other documents ancillary to the franchise contract insofar as those changes are instituted without
good cause or, even if undertaken for sufficient reasons, would impose onerous (excessive) costs
upon franchisees, such as for changes to work hours, a remodeling of the store location, or other

" Bibby Group, Is Yowr Guide a Franchise Broker or Franchise Consultamt? (June 1, 2021),
https:/fwww.bibbygroup.com/franchise-brokers-vs-franchise-consultants/ (“The franchise broker (by any other name)y
represents franchisors, not buyers, and is paid a fee (or commission) if a franchise buyer chooses one of the franchises
with whom thev have contracted for their services.™). Bibby goes on to contend that a franchise consuliant. on the
other hand. “charges buvers a fee to advise and protect them and their best interests. The most important aspect of this
protection is serious franchise due diligence that breaks down and analvzes a franchise offering.” /d. Bibby says. “You
will not find a commissioned broker breaking down a franchise they represent and pointing out its flaws. They 're paid
1o sell a concept. not critique it.” fd.

' See The Franchise Maker, Franchise legal Problems Due to  Sales  Misrepresentations,
“hitps://www.thefranchisemaker.com/learningcenter/franchise-legal-problems-due-to-sales-misrepresentations/ (last
visited March 14, 2022) (contending that over 60% of all franchise litigation stems from franchise sales
misrepresentation, and in effect placing much of the blame on franchise brokers who have duped both the franchisor
and the franchisee).

¥ As stated by the Bibby Group:
The broker will introduce prospects to franchises they might otherwise not see. But there are at least
three negatives. One, there will be a barrage of introductions that can create more confusion than
clarity. Two, the broker will only make introductions to franchises with whom they have a fee
amangement. And three, there will be no due diligence performed. Prospective buyers will be
presented with blie sky and happiness as opposed to the investigative steps that should be part of
buying a franchise.

Bibby Group, supra note 17.

% For a rosy view of the work of franchise brokers, see Franchise Brokers Ass'n, Franchise Broker or Consultant?
(July 22, 2020), https://’www franchiseba.com/franchise-consultant-vs-franchise-
ker/#~1ext=F isg% i i

! Robert W. Emerson. Franchising and the Parol Evidence Rule, 50 AMERICAN BUs, L.J. 659 (2013).
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modifications to the franchise system “rules.” Many factors would need to be considered in
terms of proportionality, time, revenues and expenses.”

8. Non-disparagement clauses should be prohibited inasmuch as they (1) harm the exchange of
information between current franchisees, (2) impede the efforts of prospective franchisees
seeking to learn about the business from current franchise owners, and (3) violate the
fundamental norms of open, robust speech, necessary for a free society, and is extremely useful
for smart business planning and the effective execution of those plans.

9. All Franchise Disclosure Documents (FDDs) should be maintained on an easily accessible
website, perhaps maintained by the FTC or through a government contractor.

There are other substantive areas of law that could be clarified, but — over time — common law
jurisprudence may have the nuance and depth that legislation may not accomplish. In other
words, a statute could set a basic standard, but — importantly — leave the courts and regulators to
deal with specific fact patterns.

Here are three important examples:

Statutes on termination (good faith and fair dealing, good cause, etc.) likely could be drafted
simply as an attempt to ensure due process for franchisees who have been terminated or who
have voluntarily left a franchise network.?*

Statutes on ownership of goodwill could, again, be enacted to deal with a procedural issue -
providing for a transfer of rights process for some recognition of the equity to which a franchisee
is entitled. As with termination, the precise delineation of how to resolve the substance may be
best left to commentators, courts, accountants, and others.**

Statutes on non-competes could be crafted to include rules covering extreme examples of
poaching and encroachment, but the delineation of principles for a court to follow with respect to
the usual substantive law issues would likely either be too basic (just a repetition of standards
found in the case law) or too involved to legislate without extensive groundwork undertaken
beforehand **

2 See Robert W. Emerson, Franchising Lessons in the Age of Incivility: Operations Manuals and Trade Secrets, 29
Texas Iniell. Property L.J. 303 (2021).

A few of my articles touching upon these matters are: Robert W, Emerson, The Faithless Franchisor: Rethinking
Good Faith in Franchising,” 24 U. PENN. J. Bus. L. ___ (issue 2, 2022): Robert W. Emerson & Steven A. Hollis Bound
by Bias? Franchisces' Cognitive Biases, 13 Omio State Bus. L. 1 (2019); Robert W. Emerson, Franchise
Terminations: *Good Cause Decoded’,” 51 WAKE FOREST LAw REVIEW 103 (2016), Robert W. Emerson, Franchising
Constructive Termination: Quirk, Ouagmire or a French Solution? 18 U. Penn. J, Business L. 163 (2015),

* A sampling of articles on goodwill and related topics include: Robert W, Emerson & Charlie C. Carrington, Devising
a Royalty Structure that Fairly Compensates a Franchisee for its Contribution to Franchise Goodwill, 14 VIRGINIA
Law & Bus. REV. 279 (2020); Robert W. Emerson, Thanks for the Memories: Compensating Franchisee Goodwill
after Franchise Termination, 20 U. PENN. J. Bus. L. 286 (2017). Robert W. Emerson, Franchise Savoir-Faire, 90
Turane L. REv, 589 (2016); Robert W. Emerson, Franchise Goodwill: “Take a Sad Song and Make It Better”, 46 U.
MicH. J, Law REFORM 349 (2013): W. Michael Garner & Elliot R. Ginsburg, Nailing the Blob of Mercury: Goodwill
in Franchising, 33 FRANCHISE L.J. 149 (2013).

¥ See generally COVENANTS AGAINST COMPETITION IN FRANCHISE AGREEMENTS (cds. Michael R. Gray &
Natalma M. McKnew. 3d ed.. ABA Forum on Franchising 2012). Robert W. Emerson, Franchising Covenants
Against Competition, 80 ITowa Law REV. 1049 (1995).
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The Two SBA Bills

The **Small Business Administration Franchise Loan Transparency Act of 202177 (S.

1120) provides in part:
Sec. 4 REQUIRED DISCLOSURES,
(a) IN GENERAL.—Subject to subsection (b), a franchisor, except
for a franchisor of a franchise in the lodging industry, that qualifies
for guaranteed lending from the Small Business Administration for
the franchises of the franchisor shall, at a minimum, disclose in the
disclosure document required to be furnished by the franchisor to
any prospective franchisee the following in formation for each of
the 3 years preceding the date of the disclosure document: (1) The
average and median first-year revenues for all businesses operated
under franchises granted by the franchisor, in accordance with the
Financial Performance Representation Commentary. (2) The total
number of businesses operated under franchises granted by the
franchisor that, during the first year of operation, either— (A)
ceased operations; or (B) were transferred to a new franchisee. (3)
The average and median revenues for all businesses operated under
franchises granted by the franchisor, in accordance with the
Financial Performance Representation Commentary.
(b) LIMITATION.—A franchisor may not disclose to a
prospective or current franchisee, directly or through a third party,
any information relating to revenue that conflicts with the
information relating to revenue provided under subsection (a) in a
disclosure document unless the relevant franchise purchase
includes 1 or more businesses under the relevant franchise that are
in existence on the date on which the disclosure is made, in which
case the franchisor shall disclose to the prospective or current
franchisee the relevant information relating to revenue as of the
date on which the disclosure is made with respect to those
businesses.
SEC. 5. ENFORCEMENT.
The Administrator of the Small Business Administration— (1)
shall enforce the requirements under this Act; and (2) may hold a
franchisor liable for the balance 19 of any loan obtained through a
violation of this Act.

1 very much understand the concern motivating this bill. There are indeed outrageous
examples of franchisees misled, defrauded, or otherwise caused great suffering and financial
harm due to, at the very least, franchisor incompetence (and often malfeasance). However, at
this point in time, I am reluctant to support a mandated Financial Performance Representation
(“FPR™) for, inter alia, these reasons:

1. The FPR, if it is to be mandated, should come from the Federal Trade Commission
(“FTC”), not the Small Business Administration. The FTC is the agency with the experience, and
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the ties to the franchise law community, to make it the logical administrative “location” for a
FPR. While certainly the agencies could coordinate with respect to enforcement and regulations,
if the SBA put forth a FPR, I do wonder whether housing a mandated FPR, with penalties, in the
SBA opens it up to more challenges on procedural and administrative grounds that would be
avoided if emanating from the FTC. But this is not the main reason for my reluctance to endorse
S. 1120.

2. The problems that drive the outrage over the suffering of franchisees who bought into a
bad system may not have been avoided by a mandated FPR. Incompetent or malfeasant
franchisors may not provide the required information, at least in the comprehensive, timely,
accurate manner in which it should have been provided. Again, though, this is not what
principally motivates my reluctance to endorse S, 1120 (and I am not happy with any argument
that, in effect, says a rule should not be passed if the main objection is simply that bad actors
likely will not follow the rule).

3. My main objection to S. 1120 is that there is evidence that the non-mandatory nature of
the FPR may actually work better as a signaling device to prospective franchisees. As time goes
by, the FPR is increasingly being provided — with recent figures indicating that about two-thirds
of all Franchise Disclosure Documents (FDDs) now provide an Item 19 FPR (up from about
20% of FDDs when the modified FTC Rule first went into force about a dozen years ago. There
is much in the academic literature, by business professors, noting these possible signaling effects.

4. Many of the problems associated with profit representations are the statements apart

from an FDD, and often occur regardless of whether an FPR is included in the FDD,

The franchise representative or a sales representative ‘may tell a

prospective franchise directly and through subtle means that the

FDD has been reviewed and approved by the government and it’s a

safe investment.” FTC’s regulation of FDDs contribute to this

problem. For example, the FTC allows — but does not require —

franchisors to include financial information in Item 19 of the FDD.

Franchisors are also permitted to include in Item 19 a disclaimer to

the effect that any other financial information provided outside

Item 19 is illegal and should not be relied upon as factual 48 In

practice, this is a problematic provision; it allows franchisors to

connect investors with buyer development agents or brokers,

franchise owners, newsletters, or other projections or data without

the requirement of accuracy as franchise investors do not

understand that financial material provided outside the FDD may

not be reliable.*
I very much recognize that this is an extremely serious problem, but I think there are, at least
initially, better ways to confront the problem, such as improved administrative enforcement,
removal of parol evidence rule or other evidentiary barriers to proof of cases for
misrepresentation, and heightened oversight of brokers or other third parties who may engage in
bad acts.

26 STRATEGIES TO IMPROVE THE FRANCHISE MODEL, supra note 15, at 10 (citations omitted).
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5. Ido think there may be ways, with respect to the numbers and reporting requirements,
to improve Item 20 disclosures about outlet numbers and thereby meet some of the concerns
about Item 19 FPRs,

6. If any statements are being made by franchisors or their representatives to lenders or to
the SBA in connection to a franchisee’s obtaining a loan or loan guaranty, it is difficult for me to
comprehend why such statements should be shielded from the franchisee, who will be on the
hook for the loan.?” I certainly understand and respect the need for confidentiality, but if banks
and the SBA need documents to evaluate a franchise system into which a franchisee will become
a dependent party, with its money on the line, I think there should be a very high barrier to
overcome in terms of shielding those franchise network related documents from someone whose
risks are so much tied to that very network. This, however, is not an area in which I have
undertaken research.

As for “SBA Franchise Loan Default Disclosure Act,” (S. 2162), I favor that bill. As1
understand it, this is not — or at least it should not be — a controversial Act for franchisors,
franchisees, or those who represent them. It is an attempt to provide more information —
important information — and (just as important) an attempt to afford to prospective franchisees
greater accessibility to this information. That is a good thing. Whether people read the
disclosures, and what they do with the information, is now often the real issue.

T Jd, at 55 0,228 (“In 2014, SBA’s Chief Franchise Counsel, Stephen Olear, recommended that franchisors consider
providing a projection directly to the lender by passing the franchise investor (the ultimate borrower). ©. . . Most
importantly in the financing context, the requirements in Item 19 for the preparation of financial performance
representations do not apply to information provided directly by the franchisor to lenders of prospective franchisees.
Franchisors who do not provide financial performance representations to prospective franchisees but want to provide
information to prospective lenders, or who wish to provide additional information to these lenders, are free to do so.
This provides franchisors the opportunity 1o give valuable information to facilitate the financing of its franchisees
without being bound by the requirements of Item 19. However, this can introduce a new set of risks the franchisor
must be prepared to manage. .. First, any information provided to lenders should only be provide after obtaining a
confidentiality and non-disclosure agreement from the lender...”).

10
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Chairman CARDIN. Professor, thank you for your testimony. We
appreciate it very much.
Dr. Yelowitz.

STATEMENT OF AARON YELOWITZ, Ph.D., PROFESSOR OF ECO-
NOMICS, UNIVERSITY OF KENTUCKY, SENIOR FELLOW,
CATO INSTITUTE, LEXINGTON, KY

Dr. YELOWITZ. Chairman Cardin, Ranking Member Paul, and
members of the Committee, thank you for the honor of partici-
pating in today’s hearing. My name is Aaron Yelowitz, and I serve
as a Professor of Economics at University of Kentucky and a Senior
Fellow at Cato Institute.

The franchising model, which allows aspiring entrepreneurs to
adopt a proven business model while avoiding many of the mis-
takes associated with a new business, impacts 730,000 establish-
ments and 8.4 million workers in the United States. Although
many people associate franchising with fast food, there are thou-
sands of brands across 300 business lines.

From entry into markets to jobs and wages to the use of SBA
loans, emerging evidence shows that the conditions franchisees op-
erate under are not substantively different than small, independent
business owners. Singling out franchising for additional regulation
will make the franchising model less viable, in turn, leading to less
competition and higher consumer prices at a time when inflation
is already at 40-year highs. The degree to which the Federal Gov-
ernment should be involved in regulating private businesses and
subsidizing business loans is a legitimate question, especially with
high taxpayer costs per jobs created, but singling out franchises is
unwarranted.

Proposals to further regulate franchise disclosure that are solely
confined to the SBA are misplaced. Franchise sales and disclosure
is heavily regulated by the FTC, which administers the FTC Fran-
chise Rule requiring disclosure in 23 areas.

Given the paucity of data on franchising, Oxford Economics sur-
veyed more than 4,000 franchisees and published a comprehensive
study in 2021. Oxford found franchising offers a path to entrepre-
neurship but is especially valuable for new entrepreneurs, vet-
erans, minorities, and women.

Some popular books describe franchising as running a business
with training wheels. Franchisors provide training wheels to keep
new franchisees balanced until they can pedal on their own. This
view is confirmed in the study. Thirty-two percent of respondents
report they would not own a business without the franchising
model. Without this model, 223,000 establishments employing some
1.8 million workers would not exist. Franchisees value the
franchisors’ support in areas where an entrepreneur running a
small, independent business would likely make mistakes. Intu-
itively, many business owners would not have gone down that un-
certain path without such support.

Critics of franchising often focus on the wages and labor viola-
tions. Oxford compared wage levels and growth for new hires at
franchises and independent businesses. Wages and wage growth
were virtually the same for new hires with no more than a 13-cent
difference in any of the first 20 months of employment.
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SBA loans account for about 1 percent of all small business
loans. A recent study links SBA loans to businesses. The loans did
encourage job growth. However, the taxpayer costs from charge-offs
in administration range from $21,580 to $25,450 per job created
while the jobs themselves paid about $30,000 per year on average.

Business lending is important to franchisees. The Oxford study
finds that 21 percent of respondents report being capital con-
strained when starting their first franchise business.

Critics have expressed concern about default rates. I have ana-
lyzed SBA loans from fiscal year 2010 onward based on franchise
status, essentially a comparison of franchisees and independent
businesses. Among 7(a) and 504 loans, about 10 percent went to
franchisees. As time lapses from when a loan originates, charge-off
rates increase although the charge-off rate for 2020 through 2022
may be misleading because of debt relief forbearance from the
CARES Act.

In my view, there are very modest differences in charge-offs. In
most years, the difference in charge-offs between franchisees and
independent businesses is statistically insignificant. For example,
in fiscal year 2010, 7.8 percent of franchisees’ SBA 7(a) loans were
charged-off, slightly lower than the 8 percent for independent busi-
nesses. For the 504 loan program, charge-offs were nearly the same
after 2011. The SBA data does not support the characterization of
franchise loan charge-offs as anything out of the ordinary. Rather
than being squeezed by corporate franchisors to commit wage viola-
tions or default on loans, the data paints a picture of franchisees
performing much like small, independent businesses.

Small businesses promote competition. Some recent proposals
would impose new burdens on the franchisor-franchisee relation-
ship, which is private and voluntary. The proposed PRO Act will
codify an expanded joint employer standard. The so called “ABC
test” in the PRO Act could potentially classify franchisees as em-
ployees of their brand instead of small businesses, which in reality
they are. Both provisions would ultimately lead to fewer franchise
establishments in the marketplace. Such proposals that interfere
with the existing franchisor-franchisee relationship run the risk of
raising consumer prices even further.

Thank you.

[The prepared statement of Dr. Yelowitz follows:]
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Small Business Franchising:
An Overview of the Industry, SBA’s Role, and Legislative Proposals
U.5. Senate Committee on Small Business & Entrepreneurship
March 16, 2022

Chairman Cardin, Ranking Member Paul, and Members of the Committee, thank you for the honor of
participating in today’s hearing. My name is Aaron Yelowitz, and | serve as a Professor of Economics at
University of Kentucky and a Senior Fellow at Cato Institute. My views expressed here today are
informed by my research and reading of the literature on franchising and the role of the SBA in lending.

The franchising model — which allows aspiring entrepreneurs to adopt a business format that has proven
to work while avoiding many of the growing pains and mistakes associated with a new business —
impacts approximately 730,000 establishments and 8.4 million workers in the United States. Although
many people associate franchising with the fast-food industry, there are thousands of franchise brands
in approximately 300 business lines, including automotive, business-to-business services, cell phone
repair, fitness, hair care, home repair services, tutoring, spas, childcare, pet care, and senior care.!
Quick-service restaurants make up 25% of franchised establishments in the U.S., meaning the reach of
the franchising model goes far beyond fast food.?

In a variety of contexts — from entry into markets, to jobs and wages, to the use of SBA business loan
guarantee programs — emerging evidence shows that the conditions that franchisees operate under are
not substantively different than owners of other small independent businesses. I'll review pertinent
numbers today from some compelling studies, which leads me to conclude that the motivation to single
out the franchise model for additional regulation is unnecessary. Such regulation would likely increase
costs and make the franchising model less viable, in turn leading to less entry, more exits, and ultimately
less competition. Reduced market competition will increase consumer prices at a time when inflation is
already at 40-year highs, thereby harming the American public.

The degree to which the federal government should be involved in regulating private businesses and
subsidizing business loans is a legitimate question but singling out the franchisor-franchisee relationship
is unwarranted. Furthermore, proposals to further regulate franchise disclosure that are solely confined
to the SBA are misplaced from a policy perspective.® Franchise sales and disclosure is heavily regulated

! https://www.census.gov/library/stories/2018/03/franchises.html and https://openforopportunity.com/wp-
content/uploads/2021/09/IFA The-Value-of-Franchising Sep2021.pdf

? https://openforopportunity.com/wp-content/uploads/2021/09/IFA_The-Value-of-Franchising Sep2021.pdf

? See, for example, 5.1120, the Small Business Administration Franchise Loan Transparency Act —a bill that would
require franchisors to disclose in Item 19 of Franchise disclosure documents required to be furnished by the
franchisor to any prospective franchisee average and median first-year revenues for all businesses operated under
franchises for the preceding three years, and would hold a franchisor liable for the balance of any SBA backed

1



34

by the Federal Trade Commission, which administers the FTC Franchise Rule, and requires franchise
brands to offer disclosure in 23 areas.

Franchising and Economic Opportunity

Given the paucity of data to study the franchisor-franchisee relationship, Oxford Economics published a
comprehensive study in September 2021 that offers many insights on the issues we are discussing

today. The Oxford research team surveyed more than 4,000 individual franchisees across a vast array of
industries, and asked about compensation, franchisor support, and involvement in the local community.

The first key takeaway is that franchising offers a path to entrepreneurship but is especially valuable for
new entrepreneurs, veterans, minorities, and women. Some popular books describe the franchising
model as “running a business with training wheels” — franchisors provide a set of training wheels to keep
new franchisees balanced until they can pedal on their own.” This viewpoint is robustly confirmed in the
Oxford study. Overall, 32% of respondents report they would not own a business if they were not
franchisees. The Oxford team calculates that without franchisor support, approximately 223,000
establishments employing some 1.8 million workers wouldn’t exist if franchising was not an option.
The survey found that franchisees valued the franchisor’s support in the areas of training, meetings and
events, and technology platforms. These are areas where a new entrepreneur running a small
independent business would likely encounter growing pains and make mistakes.® Intuitively, these
responses are consistent with the idea that franchising provides a path to entrepreneurship, and many
owners wouldn’t have gone down that uncertain path without such support.®

Franchising, Jobs, and Wages

Critics of franchising such as Professor David Weil often focus on the wage structure and labor
violations.” Weil's central thesis is that in contrast to an idealized past in which large, vertically
integrated employers dominated the American economy, today’s labor markets are characterized by a
“fissured workplace,” in which employers have shed all non-core employees in order to reduce wages.
Weil presents anecdotes of a handful of horror stories, but he doesn’t produce any evidence that
franchise businesses pay less. In fact, there is evidence to the contrary.

One of the mechanisms in the fissuring thesis is that franchisees have incentives to take short-cuts —
including low wages — because they can free-ride off the brand's reputation. The Oxford analysis of
wages and wage growth compares franchised businesses to individually owned-and-operated
businesses in 2018 and 2019, prior to the pandemic. The analysis used arm’s-length data from the

loans obtained while violating these requirements and S.2162, the SBA Franchise Loan Default Disclosure Act—a
bill to require the SBA to publish loan default rates by franchise brands during the preceding 10-year period.

4 Michael Seid and Dave Thomas, “Franchising for Dummies, 2™ Edition,” 2006.

* Lafontaine et al. (2019) examine survival and growth prospects of franchised and independent businesses. They
find that franchised businesses on average exhibit slightly higher survival rates than independent businesses,
although the effect appears to be short lived (one to two years). This is however still very relevant, considering
that one third of new businesses are estimated to fail within their first two years. In addition, the authors find that
franchised businesses grow faster than independent businesses in the first two years, but no difference is detected
beyond that point. See Lafontaine, Francine, Marek Zapletal, and Xu Zhang. "Brighter prospects? Assessing the
franchise advantage using census data." Journal of economics & management strategy 28.2 (2019): 175-197.

€ https://openforopportunity.com/wp-content/uploads/2021/09/IFA The-Value-of-Franchising Sep2021.pdf, p. 5.
7 Weil, David. The Fissured Workplace. Harvard University Press, 2014.
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payroll company Homebase. Small, independent business owners have strong incentives to maintain
their reputation, especially where social media postings claiming worker mistreatment can lead to viral
stories, the loss of customers, and, paradoxically, make it even harder to recruit and retain staff. Yet
wages and wage growth were virtually the same for newly hired workers in franchised businesses and
independent ones. Wages grew from approximately $10.30 per hour at the start of employment to
around $11.10 per hour after 20 months, with no more than a 13 cent difference in any month.
Moreover, newly hired workers in franchised businesses were more likely to be promoted to manager.

Finally, the Oxford survey of 4,000 franchisees found that the share of workers offered various benefits
at small franchise firms was on par with the share at small non-franchise establishments. This data-
driven descriptive evidence presents no support for the fissuring hypothesis.

Franchising and SBA Lending

SBA loans are a tiny share of the total banking business, accounting for about 1% of all small business
loans.® A recent peer-reviewed Journal of Finance study links SBA loans to the Census Bureau's
Longitudinal Database, to compare similar businesses that either received or did not receive an SBA loan
guarantee. SBA loans did encourage job growth of 3.0 to 3.5 jobs per million dollars of loan, suggesting
real effects of credit constraints. Over the 1992 to 2007 period, the study estimated total job creation in
the range of 690,000 to 813,000 from SBA loans in the 7(a) and 504 loan programs. However, this is
about 5 to 10 times smaller than the 5.6 million job figure that applicants predicted as part of “jobs
supported.” The taxpayer cost — from loan default charge-offs and other administrative costs — ranged
from 521,580 to 525,450 per job created. To put this in perspective, the study estimates that the jobs
created by the SBA program pay an average of $30,000 per year.

Business lending is important to franchisees; the Oxford survey finds that 21% of respondents report
being capital constrained when starting their first franchise business and that being a franchisee
provided them with access to capital. Nonetheless, there are concerns about default rates among
franchisees.?

I've recently analyzed SBA loans from publicly available data on the SBA webpage; | will caution that this.
analysis is preliminary.’” The tables show loan performance from Fiscal Year 2010 onward based on
franchise status — essentially a comparison of franchisees and independent businesses.** For technical

£ Brown, J. David, and John 5. Earle. “Finance and Growth at the Firm Level: Evidence from SBA Loans.” The Journal
of Finance 72.3 (2017), 1039-1080.

? A 2013 report by the United States General Accountability Office notes very high loan defaults in the SBA 7(a)
program among select franchisees from 2003 to 2012, The findings were recently cited in a report critical of
franchising lending. See United States Government Accountability Office. Small Business Administration Review of
7(a) Guaranteed Loans to Select Franchises. GAO-13-759 (Washington, DC: Government Accountability Office,
2013). Accessed from: https://www.gao.gov/assets/gao-13-759.pdf . See also: From the Office of Senator Cortez
Masto, “Strategies to Improve the Franchise Model: Preventing Unfair and Deceptive Franchise Practices.” April
2021. Accessed from:

https://www.cortezmasto.senate. gov/imo/media/doc/Franchise%20Report20from%20the%200ffice%200f%205
enator%20Cortez%20Masto.pdf .

12 see https://data.sba.gov/dataset/7-a-504-foia , accessed 3/11/2022.

1 This uses files “FOIA - 504 (FY2010-Present) asof 211231.csv”, “FOIA - 7(a){FY2010-FY2019) asof 211231.csv”,
and “FOIA - 7(a){FY2020-Present) asof 211231.csv”. Loan performance was evaluated as of December 31, 2021 in
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reasons dealing with how lenders input franchise status during the loan process, any difference in
charge-offs for franchisees is likely overstated for loans prior to 2018, yet even with these technicalities
there is virtually no difference in charge-offs.** For SBA 7(a) loans, there are nearly 650,000 loans, of
which 9.7% were to franchisees. For SBA 504 loans, there are nearly 90,000 loans, of which 10.1% were
to franchisees. As more time lapses, there is greater possibility of charge-offs, although the charge-off
rate for 2020 through 2022 may be misleading because there has been debt relief forbearance for
existing and new 7(a) and 504 loans from the CARES Act.

In my view, the tables show very modest differences in charge-offs in the SBA data. Between fiscal years
2010-2014 as well as 2018 onward, the difference in charge-offs between franchisees and independent
businesses is statistically insignificant for the 7(a) loan program. For example, in FY 2010, 7.8% of
franchisees’ SBA loans were charged off, slightly lower than the 8.0% for independent businesses.
Between the years 2015 and 2017, the difference is significant with an estimate of around 1.0
percentage point (pp). The same patterns emerge in the 504 loan program, where charge-offs were
nearly the same for all years after 2011. In contrast, the jobs supported by franchisees — for both the
7(a) and 504 programs — are markedly higher for franchisees than independent businesses.

In conclusion, there is no clear motivation to single out the franchisor-franchisee relationship. Much like
the out-of-context characterization of franchisee wages and wage violations in Weil's book, the SBA
data do not support the characterization of franchisee loan charge-offs in Senator Cortez Masto’s
report as anything out of the ordinary.” Rather than being squeezed by corporate franchisors to
commit wage violations and default on loans, the data paints a picture of franchisees performing much
like small independent businesses.

Franchising Legislative Proposals, Competition, and Consumer Prices

Small businesses such as those created by franchising promote competition and increase the variety of
goods and services for consumers. Some recent legislative proposals would impose new regulatory
burdens on the franchisor-franchisee relationship, which is a private, voluntary, and mutually beneficial
agreement. For example, the proposed “Protecting the Right to Organize” Act, or the PRO Act, would
codify into law an expanded “joint employer” standard, whereby franchisors can be held responsible for
actions taken by their franchisees.'® The so-called “ABC test” — also included in the proposed PRO Act —

the files and arranged by loans originating each fiscal year, which runs from October to the next September for any
year.

12 personal correspondence with Darrell Johnson, franchise economist and CEO of FRANdata. The accurate
identification of franchise loans historically was corrected only for loans in default. Prior to 2018, SBA did not
require lenders to identify franchise loans separately (technically it was on the input form but it required
supporting work and many lenders skipped doing it because there was no impact on the guarantee) so lenders
often didn't report franchise loans they put on the books. That led to underreporting of franchise activity until
loans defaulted, making the percentage of franchise loans that defaulted overstated, often significantly. With the
changes in SBA rules regarding franchises instituted in 2017, that should no longer be the case but any loan
comparisons prior to 2018 are suspect.

13 My tabulations of the SBA data, in fact, virtually replicate some of the findings in the Cortez Masto report (p. 12).
The report finds 51,907 business 7(a) loans, of which 6,874 loans went to franchise businesses in 2019, My
tabulations showed 51,907 and 6,882 (differs by 8 loans) for FY 2019, respectively. The Cortez Masto report shows
6,099 business 504 loans, of which 621 went to franchise businesses in 2019. My tabulations show 6,099 and 623
(differs by 2 loans) for FY 2019 respectively.

4 hitps:/fwww.congress.gov/bill/117th-congress/house-bill /842 .
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could potentially classify franchisees as employees of their brand, instead of small businesses, which in
reality they are. This would essentially eliminate the entire concept of franchising as a business model.
Both provisions would discourage entry, encourage exits, and ultimately lead to fewer franchised
establishments in the marketplace. In turn, this would lead to reduced competition and higher
consumer prices.

About the Witness

Yelowitz is a professor in the Department of Economics at the University of Kentucky. He is also a joint
faculty member in the Martin School of Public Policy and Administration at the University of Kentucky, a
senior fellow with the Cato Institute, and a research fellow with the Institute of Labor Economics (1ZA).
Yelowitz has received compensation as a consultant to the International Franchise Association. All
opinions expressed here are those of the author, and not necessarily those of any coauthors, funders, or
institutions.

Contact information: Aaron Yelowitz, Department of Economics, Gatton College of Business and
Economics, University of Kentucky, 550 South Limestone 5t., Lexington, KY 40506, USA. Email:
aaron@uky.edu Phone: 859-257-7634 URL: www.Yelowitz.com
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Table 1

SBA 7(a) Loans (FY 2010 onward)

Charge-offs Jobs Supported by Loan

FY | Franchisees | Independent | Difference | Franchisees | Independent Difference
2010 7.8% 8.0% -0.2 pp 18.6 11.3 7.2 jobs ***
2011 6.2% 5.8% 0.4 pp 21.0 12.2 8.8 jobs ***
2012 5.2% 5.4% -0.2 pp 20.7 11.7 9.0 jobs ***
2013 5.0% 4.8% 0.2 pp 19.4 10.6 8.8 jobs ***
2014 5.4% 5.0% 0.4 pp 17.9 9.7 8.2 jobs ***
2015 5.9% 4.8% 1.2 pp *** 18.3 9.8 8.5 jobs ***
2016 5.4% 4.3% 1.1pp*** 17.8 9.0 8.8 jobs ***
2017 4.9% 3.6% 1.3 pp *** 17.3 9.0 8.3 jobs ***
2018 2.7% 2.6% 0.1pp 16.6 87 7.9 jobs ***
2019 1.3% 1.1% 02pp* 16.5 9.1 7.4 jobs ***
2020 0.2% 0.2% 0.1pp 15.6 10.0 5.7 jobs ***
2021 0.0% 0.0% 0.0 pp 16.8 11.2 5.7 jobs ***
2022 0.0% 0.0% 0.0 pp 17.4 9.5 7.9 jobs ***

Motes: Yelowitz's tabulation of SBA 7(a) loan data. N=648,809. 9.7% of loans are to franchisees.

Definitions:

Charge-offs — “Current status of loan is charged off. Other options are undisbursed, paid in full,

cancelled, and exempt.”

Jobs supported — “Total Jobs Created + Jobs Retained as reported by lender on SBA Loan Application.
SBA does not review, audit, or validate these numbers - they are simply self-reported, good faith
estimates by the lender.”

Source: https://data.sba.gov/dataset/7-a-504-foia
6% 550,01, ** p>0.05, * p>0.01
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Table 2
SBA 504 Loans (FY 2010 onward)
Charge-offs Jobs Supported

FY | Franchisees | Independent | Difference | Franchisees | Independent Difference
2010 4.1% 2.3% 1.8pp*** 15.5 10.7 4.8 jobs ***
2011 3.3% 1.3% 2.1pp *** 15.4 10.9 4.4 jobs ***
2012 1.4% 1.4% -0.1pp 16.5 13.1 3.4 jobs ***
2013 0.6% 1.0% -0.3 pp 16.5 11.5 5.1 jobs ***
2014 1.0% 0.8% 0.2 pp 17.2 10.9 6.4 jobs ***
2015 0.6% 0.6% -0.1 pp 15.1 10.4 4.7 jobs ***
2016 0.6% 0.5% 0.1 pp 15.6 10.1 5.6 jobs ***
2017 0.2% 0.3% -0.1pp 12.6 9.4 3.2 jobs ***
2018 0.0% 0.1% -0.1pp 13.6 9.2 4.4 jobs ***
2019 0.0% 0.1% -0.1pp 13.1 83 4.8 jobs ***
2020 0.0% 0.0% 0.0 pp 11.8 7.7 4.1 jobs ***
2021 0.0% 0.0% 0.0 pp 12.3 8.4 3.9 jobs ***
2022 0.0% 0.0% 0.0 pp 14.7 9.9 4.8 jobs ***

MNotes: Yelowitz's tabulation of SBA 504 loan data. N=88,524. 10.1% of loans are to franchisees.

Definitions:

Charge-offs — “Current status of loan is charged off. Other options are undisbursed, paid in full,

cancelled, and exempt.”

Jobs supported — “Total Jobs Created + Jobs Retained as reported by lender on SBA Loan Application.
SBA does not review, audit, or validate these numbers - they are simply self-reported, good faith
estimates by the lender.”

Source: https://data.sba.gov/dataset/7-a-504-foia

**+ p>0.01, ** p>0.05, * p>0.01
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Chairman CARDIN. Thank you very much for your testimony.
Leanne Stapf.

STATEMENT OF LEANNE STAPF, CHIEF OPERATING OFFICER,
THE CLEANING AUTHORITY, COLUMBIA, MD

Ms. STAPF. Chairman Cardin, Ranking Member Paul, and distin-
guished members of the Committee, my name is Leanne Stapf, and
I serve as Chief Operating Officer and franchise owner of The
Cleaning Authority, and I live in Columbia, Maryland. Thank you
so much for this invitation. I am really jazzed to be here.

I am both a franchisor and a franchisee, and I appear before you
today on behalf of the International Franchise Association. In our
view, at this stage of the economic recovery, the state of franchising
has never been stronger. While our businesses need more workers,
today franchisee satisfaction has never been higher. According to
Franchise Business Review, 88 percent of franchise owners say
they enjoy operating their business. Franchises have led the eco-
nomic recovery with the highest growth rate since we have been
tracking the data, reaching nearly 775,000 total franchise estab-
lishments in 2021 and achieving an astounding 16.3 percent
growth in output.

Mr. Chairman, franchising remains the ultimate hybrid business
model between standalone small businesses and big corporations,
and this model continues to empower people from all backgrounds
to achieve their dream of business ownership more than any other
format in America. I have seen firsthand how franchising can
change lives and change communities. Franchising democratizes
business ownership for people of all backgrounds. To be clear, I
would not own a business if it were not for franchising, and accord-
ing to recent research by Oxford Economics, 32 percent of all fran-
chise owners report they would not own a business if they were not
a franchisee. This proportion is even greater among both female
owners and owners for whom a franchise was their first business.
Franchising also boasts a higher ownership rate by people of color
than among non-franchise businesses.

There are just so many of us that have that entrepreneurial spir-
it but do not necessarily have the expertise to really be efficient at
all aspects of running the business, and the franchise offers us
that. That structure, that framework, that is going to save us mas-
sive amounts of time, money, and frustration.

I came into franchising after starting my career in computer pro-
gramming. I was looking for the next step in my career and ready
for a lifestyle change that allowed me to be with my family more,
and I found a job description matching my technical expertise that
came up for The Cleaning Authority, and soon after I was hooked.

I am so proud of what The Cleaning Authority has accomplished
for more than 200 communities we operate in. Through our TCA
Cares—this was a program designed by franchise owners and fa-
cilitated by the franchisor—we have had 12 food drives, collecting
over 1 million pounds of food equal to 894,000 meals to over 600
food banks within our communities. Last year, our first coat and
outerwear drive, we saw almost 10,000 articles of clothing donated.
We also award ten $1,000 scholarships each year to employees and
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their dependents of The Cleaning Authority to align with our mis-
sion to positively impact the quality of life of the people we employ.

But our story is not unique. The Oxford Economics research ref-
erenced in the testimony showed that some 65 percent of franchise
owners gave to local charities and they donated a total of $1.5 bil-
lion to charities last year. In addition, franchise owners purchase
significant percentage of their inputs from local suppliers, thus con-
tributing to their local economies through their supply chains.
Without franchise small businesses, if franchises were replaced by
big corporations on Main Street, all of this community investment
goes away.

Chairman Cardin, thank you so much for holding today’s hear-
ing. I want to close by noting that IFA is very supportive of SBA
loan programs. These loan programs are essential to giving oppor-
tunity to those who may not have access to capital. IFA is also very
supportive of the FTC Franchise Rule, which provides the guide-
lines for the disclosure of the majority of data franchise brands pro-
vide to empower franchise owners.

And finally, you might have heard an old saying: If you want to
go fast, go alone. If you want to go far, go together.

So I believe America needs to go far, and I believe we need to
go together. And I believe we can do it by keeping franchising alive
and well.

We hope Senators will continue to support the franchise busi-
nesses in the State, and I would be happy to answer any questions
you may have. Thank you.

[The prepared statement of Ms. Stapf follows:]
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Introduction

Chairman Cardin, Ranking Member Paul, and distinguished members of the Senate Committee on
Small Business and Entrepreneurship. My name is Leanne Stapf, and I serve as Chief Operating
Officer and multi-unit franchise owner of The Cleaning Authority, which is part of Maryland-based
Authority Brands. | look forward to sharing my experience with you today.

Thank you for the invitation to appear before this Committee to discuss small business ownership
and the views of local business owners as it relates to empowering American workers in today's
hearing. | appear before you on behalf of the International Franchise Association, the world's oldest
and largest organization representing franchising worldwide. The IFA works protect, enhance and
promote franchising and the approximately 775,000 franchise establishments that support nearly
8.2 million direct jobs, $787.7 billion of economic output for the U.S. economy, and almost 3 percent
of the Gross Domestic Product (GDP). IFA members include franchise companies in over 300
different business format categories, individual franchisees, and companies that support the
industry in marketing, law, technology, and business development.

I have been dedicated to franchising for the past 10 years as both a franchisor and franchisee and
have seen firsthand how it can change lives and change communities. The economic benefits of the
franchise model are undeniable, and the state of franchising has never been stronger. While our
businesses need more workers, today 88% of franchisees are satisfied in their brands, and
franchises have led the economic recovery, with the highest growth rate since we have been
tracking data, reaching nearly 775,000 total franchise establishments in 2021 and achieving an
astounding 16.3% growth in output. Franchising remains the ultimate, hybrid business model
between standalone small businesses and big corporations, and this model continues to empower
people from all backgrounds to achieve their dream of business ownership more than any other
format in America. | hope today to bring to life the compelling evidence and research that clearly
outline the economic benefits of the franchise business model.

Franchising has helped lead the economic recovery. By providing advancement opportunities at all
levels of the economic ladder, from entry-level to manager and from manager to owner, franchises
across America aided not only large-scale reentry into the workforce, but also the possibility of
coming back better than ever. The unique business model also put the overall economy on more
solid ground, with steady growth on business openings and output contributions.

There are so many of us that have an entrepreneurial spirit but don’t necessarily have the expertise
to be efficient at all aspects of running a business. A franchise offers that structure, that framework.
Without that, there would be challenges - challenges that would cost time and money (and
frustration). Most of these are avoidable if you have a solid franchise system at your back.

[ am a franchise owner. | am a franchise founder. | am also the Chief Operating Officer for a
franchisor. My story is just one of millions of folks who work in a franchised business or who are
franchise owners, and [ am here to tell you the truth about franchising.

In my testimony, | will describe how franchising positively effects the economy, how franchisees
are generally satisfied with the current structure and stress the importance of addressing the
relatively small number of fraudulent actors within the franchise industry.
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The franchise business model

Franchising is perhaps the most important business growth strategy in American history. Today,
there are approximately 775,000 franchise establishments, which support nearly 8.2 million jobs
and $7.87 billion of economic output for the U.S. economy.! “Franchising is a method of marketing
goods and services” that depends upon the existence of the franchisor’s control over a trademark,
other intellectual property or some other commercially desirable interest sufficient to induce
franchisees to participate in the franchisor’s system by distributing goods or services under the
franchisor's name.?

Simply put: A franchisor is an entity that, in exchange for critical business support, collects royalties
from its franchise owners who operate independently and locally owned and operated businesses.
But like with any business, it all comes down to execution.

Despite how it is often characterized, franchising is not an industry. Franchising is a business
growth model used within nearly every industry. More than 230 different sectors are represented
in franchising, and franchise brand companies offer a huge range of services from lodging to fitness,
home services to health care, plumbing, pest control, security, and lawn care. In my case, we
specialize in home cleaning. Furthermore, notwithstanding any popular misapprehensions,
franchising consists of far more than merely the “fast food” industry. There are far more local (50%
of all franchised brands) and regional brands (34% of all franchised brands) whose names you
might not recognize than the fast-food giants that garner the most attention. In fact, 63% of
companies that franchise are not in the food services at all, and 83% are not in fast food.®

There are two principal explanations given for the popularity of franchising as a method of
distribution. One is that it “was developed in response to the massive amounts of capital required ta
establish and operate a national or international network of uniform product or service vendors, as
demanded by an increasingly mobile consuming public.” The other is that “franchising is usually
undertaken in situations where the franchisee is physically removed from the franchisor, and thus
where monitoring of the performance and behavior of the franchisee would be difficult.”s These
two motivations are consistent with a business model in which the licensing and protection of the
trademark rests with the franchisor and the capital investment and direct management of day-to
day operations of the retail outlets are the responsibility of the franchisee, which owns, and
receives the net profits from, its individually-owned franchise unit

It is typical in franchising that a franchisor will license, among other things, the use of its name, its
products or services, and its reputation to its franchisees. Consequently, it is commonplace for a
franchisor to impose standards on its franchisees, necessary under the federal Lanham
(Trademark) Act to protect the consumer. Such standards are essential for a franchisor that seeks
to ensure socially desirable and economically beneficial oversight of operations throughout its
network. These standards allow franchisors to maintain the uniformity and quality of product and

12022 Franchising Economic Outlook. Provided by FRANdata. (2022)

? Joseph H. King, Jr., Limiting the Vicarious Liability of Franchisors for the Torts of Their Franchisees, 62 Wash. & Lee
L. Rev. 417, 420-21 (2005).

? FRANdata research. {2021).

4 Kevin M. Shelley & Susan H. Morton, “Control” in Franchising and the Common Law, 19 Fran. L. J. 119, 121 {1993-
2000)

% Paul H. Rubin, The Theory of the Firm and the Structure of the Franchise Contract, 21 J. Law & Econ. 223, 226
(1978).
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service offerings and, in doing so, to protect their trade names, trademarks and service marks
(collectively the “Marks"), the goodwill associated with those Marks, and most importantly, the
protection of the consumer. Because the essence of franchising is the collective use by franchisees
and franchisors of Marks that represent the source and quality of their goods and services to the
consuming public, action taken to control the uniformity and quality of product and service
offerings under those Marks is not merely an essential element of franchising, it is an explicit
requirement of federal trademark law.

I came into franchising after starting my career in computer programming for boutique insurance
firms specializing in Section 125 (cafeteria plan) benefit administration. | was looking for the next
step in my career and ready for a lifestyle change that allowed me to be with my family over the
holidays, and | found a job description matching my technical expertise that came up for The
Cleaning Authority. | assumed they would be behind the ball on technology because they focused on
residential house cleaning. What I discovered couldn’t have been farther from the truth. In 2013,
this company was more sophisticated, more invested in technology, more aware of consumer
behavior than | had ever seen. It was a franchisor. From that moment, | was hooked.

The driving force behind the WHY of the technology | was developing was to help franchise owners
- to help them do what they do better, faster. It was from the franchise owners that we found our
best ideas to make the business scalable, to improve offerings and marketing programs. As | now
lead that organization that [ joined as a computer programmer, | can tell you to this day that is
exactly the same magic and perspective that makes a franchisor great | took that same foundation -
of listening to franchise owners and learning from them - with me as | developed and founded my
own franchise concept. In 2013, | was asked by one of the founders of The Cleaning Authority to
work with him on a new business venture - to franchise a business that provided senior living
referral services. In August of 2013, we began the journey of drafting the Operations Manuals, the
software system and the marketing programs, filing the FDD in April of 2014. Within 4 months, we
had our first new owner training class.

Franchising creates opportunities for people of all backgrounds

In addition to my personal story and what I've seen firsthand, 1'd like to spell out the incredible
opportunities that franchising provides - whether it is in the form of entrepreneurship, job
creation, or uplifting communities, the business model is uniquely positioned to make a difference.

In a recent study, Oxford Economics found that franchising offers a path to entrepreneurship to all
Americans, but especially to minorities and women. The study found that the industry provides
better pay and benefits than non-franchised businesses. In addition, franchising offers
entrepreneurial opportunities that would not otherwise be available, especially to women, people
of color, and veterans.t On average, franchises report sales 1.8 times as large and provide 2.3 times
as many jobs as non-franchise businesses. Sales and jobs in franchised businesses exceed non-
franchised businesses across all demographic cuts, including gender and race. For example, Black-
owned franchise firms generate 2.2 times as much in sales compared to Black-owned non-franchise
businesses, on average.”

Franchising democratizes business ownership for people of all backgrounds. There is a higher
minority ownership rate among franchised businesses than in non-franchised businesses: 30.8

¢ The Value of Franchising. Oxford Economics (2021).
7 The Value of Franchising. Oxford Economics (2021).
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percent of franchises were owned by minorities, compared to 18.8 percent of non-franchise
businesses. Asians, Blacks, Hispanics, and "other” minorities had a higher rate of ownership of
franchises than non-franchised businesses in 2012, while American Indians and Pacific Islanders
had roughly the same ownership rates among franchised and non-franchised businesses. Asians
owned 11.8 percent of all franchises, compared to 6.3 percent of non-franchised businesses.
Hispanics owned 10.4 percent of all franchised businesses, compared to 7.2 percent of non-
franchised businesses. Blacks owned 8.0 percent of all franchised businesses compared to 4.7
percent of non-franchised businesses.?

When asked what factors help to enable franchised businesses to reach a larger scale, respondents
discussed what was most useful in franchisor support. Results suggest the important areas are
franchisee training, meetings and events, and technology platforms. Even in areas where franchisor
support is less widespread, such as access to capital support (received by 42% of respondents), the
positive effects of the business model are striking. Some 21% of respondents report being capital
constrained when starting their first franchise business and that being a franchisee provided them
with access to capital. In addition, 32% of all respondents report they would not own a business if
they were not franchisees. This proportion is even greater among both female owners and owners
for whom a franchise was their first business (39%).%

The study also found that franchises are locally owned and tend to keep resources in the local
community. Unlike the multi-unit company-owned business model, franchises allow local
franchisees to buy and own the units they operate. By doing so, franchisees become small business
owners, who live and work in their local communities. The brands they represent largely recruit
and train local residents rather than bringing in workers from other parts of the country.

In my own experience, the Cleaning Authority has impacted hundreds of thousands of lives. Each
one of our professional housecleaners has a clear path to career advancement. We provide training
atall sections on the path: from cleaner, to certified cleaner, to trainer, to inspector to assistant
manager to manager. In the past year, we have had two managers purchase the Franchise Location
from their owner. A majority of our workforce is female and giving these women and their families
stability and growth is one of my passions. We are rolling out new personal and professional
development courses to employees including Personal Finance, Customer Service, and Internet
Skills. These will be made available, free of charge to all employees of The Cleaning Authority
franchise owners.

I am so proud of what The Cleaning Authority has accomplished for the more than 200
communities we operate in. Through our TCA Cares program, which was designed by franchise
owners and facilitated by the franchisor, we have had 12 food drives, collecting over 1 million
pounds of food—equal to 894,000 meals to over 600 food banks within our communities. Last year,
our first coat and outerwear drive last year we saw almost 10,000 articles of clothing donated. We
also award ten $1000 scholarships to employees and their dependents of The Cleaning Authority to
align with our mission to positively impact the quality of life of the people we employ.

There is no doubt that the franchise model therefore encourages local employment and wealth-
sharing with local communities. The franchise census suggests franchisees purchase 21% of their
inputs from local suppliers, indirectly contributing to their local economies through their supply
chains. Over a third of respondents (36%) purchase at least 25% of their intermediate goods

2 Franchised Business Ownership by Minority and Gender Groups. IFA Foundation (2018).
# The Value of Franchising. Oxford Economics (2021).
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locally. In addition, some 65% of franchisees give to local charities according to the franchise
census. This is in line with findings that suggest 66% of all small businesses do so. Among donors,
franchisees donate an average of 6% of their profits (also in line with small businesses’ data).1?

The IFA estimates that U.S.-based companies operating as franchises jointly donated a total of $1.5
billion to charity in the year before the pandemic and raised over $900 million over the same
period. Some 18 million hours of volunteering were sponsored by franchised businesses in 2019,
which are worth hundreds of millions of dollars to society more broadly, and I'm so proud of the
examples that my own company can show to this.

The state of franchising in small business economic recovery

In 2017, 1 became a franchise owner myself. | knew the system backward and forward, and | knew
all I had to do was follow the playbook. Being a business owner is one of my proudest
accomplishments, and The Cleaning Authority of Harrisburg, Pennsylvania has changed my life and
my family’s life. | am able to make decisions that benefit myself, my family, and my employees. |
would have never thought | would be in the position that | find myself in. Being a franchise owner is
not easy, just like certain jobs - like being a senator - aren’t for everyone. The week before COVID
hit, my business hit a record-breaking revenue milestone. | was on top of the world. Then the world
spiraled out from under me. We all know there was no playbook for that.

When the COVID pandemic hit in March 2020, | watched my revenue that | worked so hard to build
drop in half, then in third, then to 1/5 of my average weekly revenue in just six short, but very long
and gut-wrenching weeks. | watched my life’s investment plummet in value. | eyed my children’s
college education fund. | called my bank to get a line of credit against my house. | was devastated,
until Congress and the Small Business Administration (SBA) stepped in. Without the waiver of
affiliation rules for franchise owners like me that was included in the CARES Act and Paycheck
Protection Program, my employees would have suffered. Because of what Congress and the SBA
did, I was able to keep every single person on my payroll, even without customer payment coming
in. Because of what the Congress and the SBA did, Genelle Rice, an employee who has been with me
on this journey for 6 years, was able to tell her family, “Don’t worry, The Cleaning Authority is
taking care of me."” | will be forever grateful to the U.S. Congress for its work on PPP.

Obviously, | was not alone. The COVID-19 pandemic battered small businesses in historic ways. By
August 2020, within the first six months of the COVID-19 outbreak, an estimated 32,700 franchised
businesses had closed; 21,834 businesses were temporarily closed, while 10,875 businesses were
permanently closed.

We are proud of the growth that franchising has had and its role in the economic recovery.
Franchising had an exceptional year in 2021, and 2022 looks to be another strong year of recovery.
Bolstered by both the strengthening labor market and steady consumer spending, franchising is
expected to continue to expand, trending upwards with the United States’ overall economic
progression, but the pace of the growth in 2022 is most likely to moderate, due to the current
headwinds in the economy.

Some key predictions for 2022 include: Franchises’ GDP contribution to the overall economy will
remain stable at 3% in 2022, but the growth rate is likely to slow to 5.7%, still higher than the pre-
pandemic level, to a total of 5501 billion. Franchise employment is forecast to grow at a slightly

18 The Value of Franchising. Oxford Economics (2021).
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lower rate of 3.1% to a total of 8.5 million jobs, a net gain of almost 257,000 jobs compared to 2021.
The output of franchise businesses in nominal dollars is forecast to improve by 4.9% to $826.6
billion in 2022, It is forecast that franchising will end the year with more than 792,000
establishments, adding a net gain of 17,000 new locations, with a marginally lower growth rate of
2.2%.1

This recovery is remarkable, and that's largely in thanks to the hard work of these local business
owners who prioritized their workers and did everything they could to keep their businesses on
solid footing with the backing of a strong brand - and much of it would not have been possible
without the Paycheck Protection Program (PPP) program that the IFA helped secure for franchised
businesses, and the support from the SBA through it all.

Franchising is a symbiotic relationship between franchisors and franchisees

Founding a franchise concept is without a doubt the hardest thing | have done. | can’t imagine how
we would have done it with even more challenges and regulations in our way. Promoting access to
capital is one of the most important ways lawmakers can ensure entrepreneurship opportunities
are available to the next generation of people from all backgrounds.

The IFA is very supportive of SBA loan programs. These loan programs are essential to helping
small businesses get off the ground, giving the opportunity to those who may not have access to
capital realize the American dream. While legislation intended to ensure more transparency and
disclosure is well intended, it will end up hurting those who need access to capital most. The SBA is
also not the appropriate forum for increasing disclosure requirements on franchisors - that role
resides with the Federal Trade Commission (FTC) and with state franchise laws.

The Federal Trade Commission authorizes and regulates the sale of franchises in the U.S. and
defines a “franchise” in part as “any continuing commercial relationship or arrangement” whereby
the franchisor promises that the franchisee “will obtain the right to operate a business that is
identified or associated with the franchisor’s trademark.”

In 1978, the FTC published the Franchise Rule, which provides prospective purchasers of franchises
information they may use to weigh the risks and benefits of a franchise investment and requires
franchisors to provide potential franchisees with specific items of information about the offered
franchise, its officers, and other franchisees. The IFA supports this rule, as it has helped empower
current and prospective franchise owners by requiring clear and consistent disclosure of
information at the outset of all franchise relationships. The IFA also supports improvements to the
Franchise Rule, and has recommended a number of steps the FTC should take to improve the rule
for franchising.?

Importantly, the Franchise Rule mandates that a franchisor "exert a significant degree of control
over the franchisee's method of operation.”** However, many state independent contractor laws
require businesses to classify workers as employees unless they are “free from control” and
direction while performing their work. Taken in a literal sense, this requirement would ignore the

1t Franchise Economic Outlook. International Franchise Association (2022).

12 |FA comments on FTC Franchise Rule: https://www.franchise.org/sites/default/files/2019-
05/1FA%20Comment%200n%202019%20FTC%20Franchise%20Rule%20Review®20-%20Final 1 pdf
12 Ibid.
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realities of the franchise model, and so the conflicting “control” requirements of the FTC's Franchise
Rule and the Lanham Act must be viewed as preemptive.

The success of the franchise model hinges upon smart and effective regulation. Indeed, the IFA's
founders worked cooperatively with the FTC staff during the 1970’s to develop the regulatory
model that has governed franchising for almost half a century. Since 1978, the FTC Franchise Rule
has served as an important tool to require franchisors to prepare and provide an extensive pre-sale
disclosure document to prospective franchisees. That policy decision to favor pre-sale disclosure
instead of rigidly prescriptive regulation has led to the franchise sector flourishing with thousands
of franchise companies in more than 230 industries contributing considerably to entrepreneurship
as well as the economy’s growth and vitality.

The Franchise Rule is currently undergoing the periodic decennial review by the FTC and is the
single most important government regulation affecting franchising. By requiring clear and
consistent disclosure of information at the outset of all franchise relationships, and through its
evenhanded federal application, the existing rule sets the stage for franchise brands and franchise
business owners to succeed together.

The Lanham Act is the federal law regulating trademarks, service marks, and unfair completion, and
it mandates that owners of trademarks must “maintain[] sufficient control of the licensee’s use of
the mark to assure the nature and quality of goods or services that the licensee distributes under
the mark."1* Moreover, because the Lanham Act provides that a trademark can be deemed
“abandoned” when "any course of conduct of the owner ... causes the mark . .. to lose its
significance,”?® franchisors have a strong incentive to control the nature and quality of the good or
services sold by their franchisees. As a result, franchisors are compelled to establish and monitor
brand standards and provide global oversight of their franchisees. Likewise, it is imperative that
franchisees protect their franchisors' brands, and the trademark value of those brands. A
franchisee, functioning as an independent operator under a Brand License, is trusted and relied
upon (by the franchisor) to protect the trademark value in implementing brand standards, and to
exercise day-to-day management over the operation, since the franchisor is not present at every
individual franchise location. Because franchising requires the collective use by franchisees and
franchisors of Marks, all stakeholders affiliated with a brand collectively share risks and rewards.

For example, if a franchisee fails to take adequate steps to protect the brand or otherwise engages
in an action that injures the brand'’s reputation, the damage inflicted on the brand impacts all of the
brand’s stakeholders, including all other franchisees and the consuming public. With that being the
case, it is essential to franchising that all the stakeholders understand the expectations for brand
protection standards and take all necessary action to ensure that those standards are met.

Furthermore, these rights and obligations are enunciated in well-drafted franchise agreements and
reviewed in advance under a prescribed set of mandated disclosures. Franchising is also subject to
joint employment tests under multiple federal laws. Under the Fair Labor Standards Act, courts
around the country have issued divergent rulings on the joint employer issue, most of which
purport to apply the Department’s previous, outdated joint employer regulation. The number of
different standards and factors employed in each test by various courts has bewildered and
frustrated employers seeking to operate franchise businesses efficiently and profitably, without
inadvertently creating joint employment. By way of examples only, the Second Circuit has applied a

1415 U.5.C. § 1064(5)(A).
1515 U.5.C §1127.
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six-factor test in Zheng v. Liberty Apparel Co., while the Third Circuit applied four different factors in
Enterprise Rent-A-Car Wage & Hour Employment Practices Litigation, the Fourth Circuit utilized a
different six-factor test in Salinas v. Commercial Interiors, Inc, while various cases in the Seventh
Circuit have applied "economic realities” tests (that are indeterminate in nature), and the Eleventh
Circuit applied an eight-factor test in Freeman v. Key Largo Volunteer Fire and Rescue Dept., Inc.
Adding to this complication, under federal civil rights laws, courts have applied (again, not always
uniformly or consistently), a multi-factor “common law” test.

We understand concerns about recent reports about fraudulent actors in the franchise space, and
the IFA has expressed support for the actions taken by the FTC, the Department of Justice and state
regulators to prosecute bad actors. The fact that brands are being held accountable for abuses of
the franchise system shows the current system is working, not that new regulatory measures are
needed. If anything, the existing regulators simply need more resources to further enforce existing
law and improved data that would paint an accurate picture of any discrepancies in franchise loan
performance at the SBA compared with non-franchise businesses. In other words, the actions of a
few bad actors should not lead to new laws that will impact the overwhelming majority of the more
than 3,000 franchise brands like ours, and the hundreds of thousands of franchisees, who support
the current regulatory framework.

Additionally, the notion that franchisees like me are being “squeezed” by brands is simply not
accurate, According to Franchise Business Review, an independent research firm that has surveyed
30,000 franchisees annually for 17 years, franchisee satisfaction is at an all-time high, with 80
percent of owners reporting they would recommend their franchise organization to others.

We urge the committee to keep in mind that multiple federal statutes currently provide the rules of
doing business by the franchising method. Indeed, franchising is already a “heavily regulated”
method of doing business, as it is fundamentally governed by the FTC Franchise Rule, the Lanham
Act and multiple joint employment tests. In addition, Maryland is one of about 15 states in the
United States that requires “registration” of franchise offerings. Before you offer or sell any
franchise in Maryland or to any Maryland residents, you must first register your franchise offering
with the Securities Division, Office of the Attorney General.

By requiring clear and consistent disclosure of information at the outset of all franchise
relationships, and through its evenhanded federal application, the existing rules allow for
transparent information to be provided to prospective franchisees so that they can make informed
decisions before entering commercial relationships. As a result, franchise brands and franchise
business owners have succeeded together. The appropriate regulatory framework for a sector as
diverse and complex as franchising must allow all stakeholders in the arrangement to have proper
access to information and avoid changing the balance, for the betterment of all stakeholders
concerned, including franchisors, franchisees, borrowers, and lenders.

Upholding the highest standards is critical to the success of franchising. That is why the
International Franchise Association has prioritized franchise education and certification to elevate
the performance of franchising. Last year, the organization created the IFA Standards Task Force to
ensure that IFA members are credible and meet its membership standards, while more importantly,
examining methods to improve the information available to prospective franchisees. Working
together, with government as a partner not an adversary, the franchise business model can
continue to improve and benefit franchisors, franchisees, and consumers alike.
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You might have heard an old saying: If you want to go fast, go alone. But if you want to go far, go

together. | believe America needs to go far. | believe we need to go together. And | believe we can da
it by keeping franchising alive and well.

Thank you for the invitation to appear today.

10
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Chairman CARDIN. Well, thank you very much for your testi-
mony.
Mr. Tipton.

STATEMENT OF BRYAN TIPTON, OWNER, TIPTON
INVESTMENTS, NICHOLASVILLE, KY

Mr. TipTON. Chairman Cardin, Ranking Member Paul, and mem-
bers of the Committee, I would like to thank you for having me
here today for this hearing. My name is Bryan Tipton, and I have
been in the restaurant and bar business my entire adult life. I am
now a proud fast food franchisee and I have been for many years.
I hope that my experience can be of benefit to this meeting today.

I would like to start by saying that when I pursued a franchise
I knew that before I ever opened the door of a restaurant that I
would have in my particular brand at least 50 years of experience
at my fingertips. As it turned out, I was right. I also knew that I
would have buying power and support that I would have never had
on my own. And as a group, we can advertise and promote our
company in ways otherwise unimaginable.

Even before the pandemic, the restaurant business has been a
very tough business. Everyone knows that lately it has been even
tougher since the pandemic. It is a retail business that in most
cases is over 16 hours a day with strict regulations, health codes
from every health department and city and county in America. As
a franchisee of a large restaurant group, I can tell you there is al-
ready a lot of oversight, paperwork, reporting, et cetera, required
to the franchisor, and my process with my franchisor was ex-
tremely transparent.

The legislation discussed today seems to be addressing a problem
that does not exist. I just cannot imagine adding more red tape to
it and with government regulations and oversight. It would only
add to the cost of franchising at a time when franchising is helping
navigate an already difficult business environment. I just do not
see the need.

I would also like to mention that in the beginning of the pan-
demic there was a lot of uncertainty. Many, if not all, business
owners were very scared and unaware of the future, especially res-
taurant businesses. A lot of restaurant owners took PPP assistance,
but I think now we are seeing terrible consequences of this pro-
gram and a lot of other government giveaways, and now what we
thought would help is hurting us in a big way. I did not take a sec-
ond PPP or a Restaurant Revitalization Grant, and if I had it to
do over again, I would not have taken PPP.

Because of these programs, there are record levels of inflation
and the biggest labor problem in my career. Industrywide, in al-
most everywhere in this country, they have seen the same prob-
lems since the beginning of the pandemic—unemployment due to
stimulus. There have been good intentions, but I certainly do not
think that more government intervention is going to fix it now.

Restaurants have been resilient, and if they are not making it
now, there is likely other reasons for it. Additional grant funding
or government-backed loans will only further the inflation problem.
The government needs to get out of the way of business owners.
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At the same time, the taxpayers taking on risky business loans
is not an answer either. Most small business owners’ needs, includ-
ing my own, can be met in the private lending market. More red
tape to navigate, on the other hand, is the last thing that my busi-
ness or any other small business needs right now.

Thank you.

[The prepared statement of Mr. Tipton follows:]
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Testimony of Bryan Tipton
Owner, Tipton Investments

U.5. Senate Committee on Small Business and Entrepreneurship Hearing
“Small Business Franchising: An Overview of the Industry, SBA’s Role, and Legislative Proposals”

Chairman Cardin, Ranking Member Paul and Members of the Committee, | would like to thank you for
having me at today’s hearing. My name is Bryan Tipton | have been in the restaurant and bar business
my entire adult life. | am now a proud fast food franchisee and | have been for many years. | hope that
my experience as an operator can be helpful to this committee today.

| would like to start by saying that by pursuing a franchise, | knew that before | ever opened the door of
a restaurant, | would have over 50 years of experience that the Arby’s franchise has gained at my
fingertips. As it turned out | was right. | also knew that | would have buying power and support that |
would never have on my own and as a group we are able to advertise and promote our company in
ways otherwise unimaginable.

Even before the pandemic, the restaurant business has been a very tough business and everyone knows
that lately has been even tougher. It's a retail business that in most cases is open over 16 hours a day
with strict regulations from health codes from every health department in every city and county in
America. As a franchisee of a large restaurant group, | can tell you there is already a lot of oversight,
paperwork, reporting etc. required of the franchisor and my process with my franchisor was extremely
transparent. The legislation discussed today seems to be addressing a problem that doesn’t exist. | just
can't imagine adding more to that in the form of government regulations and oversight. It would only
add to the cost of franchising at a time when franchising is helping navigate an already difficult business
environment. | just don’t see the need.

| would also like to mention that in the beginning of the pandemic there was a lot of uncertainty. Many
if not all business owners were very scared and unsure of the future. A lot of restaurant owners took
PPP assistance but | think that we are seeing the terrible conseguences of this program and a lot of
other government giveaways and now what we thought would help us is now hurting us in a big way.

| did not take a second PPP or a Restaurant Revitalization grant and if | had to do it over again, | wouldn't
have even taken any PPP. Because of these programs there are record levels of inflation and the biggest
labor problem in my career. Industry-wide and almost everywhere in this country they have seen the
same problems since the beginning of the pandemic: unemployment due to stimulus. There may have
been good intentions but | certainly don't think that more government intervention is going to fix it
now. Restaurants have been resilient and if they are not making it now, there is likely another reason for
it. Additional grant funding or government-backed loans will only further the inflation problem.

The government needs to get out of the way of business owners. At the same time, the taxpayer taking
on risky business loans isn't the answer either. Most small business owner’s needs including my own can
be met by the private lending market. More red tape to navigate, on the other hand, is the last thing
that my business or any other small business needs right now.

All opinions expressed here are my own, and are not necessarily those of organizations | am affiliated
with.
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Senator PAUL [presiding]. Thank you all on the panel for your
testimony.

Professor Yelowitz, President Biden and others have argued that
corporate greed causes inflation. Biden quotes 17 economists to also
argue that Build Back Better, a couple trillion dollars’ worth of def-
icit spending, will reduce inflation. Speaker Pelosi recently blames
inflation on low unemployment. I was wondering if you could give
us a little review, a little Economics 101, on what actually causes
inflation.

Dr. YELOwITZ. Well, I am not a macroeconomist, so I will say
that off the bat. But basically, when supply and demand are out
of whack, then prices will adjust. And in the labor market, for ex-
ample, we see a worker shortage, wages are rising, businesses are
competing for workers, yet not being able to get them even without,
for example, higher minimum wages. And so in a sense, prices ad-
just. They are a market signal that basically says something about
scarcity, and that is likely what is going on now. We just have all
sorts of interruptions in the economy, and that probably is what is
causing the higher prices that we are seeing.

Senator PAUL. Do you think deficit spending, increasing deficit
spending, makes inflation less or more?

Dr. YELOWITZ. It certainly would increase it.

Senator PAUL. Mr. Tipton, we have been talking some about
business loans, government involvement, but there are many other
factors of life and what government either does to you, for you, or
against you that affects how your business—how well your busi-
ness succeeds. In 2017, we passed a tax reduction, letting business
owners keep more of what they earned. Did you see any effect in
your business? Did the tax rates allow you to expand any in your
business?

Mr. TipTON. Yes. Obviously, when there is more going in the
pocket of the business owner, they have more capital to grow and
spend. In my company, we enjoyed that benefit then.

Senator PAUL. I have no further questions. I thought somebody
just came in, but, no. We will wait for one moment, and the Chair-
man will be back, and we will have some more questions in just
a moment.

[Pause.]

Senator PAUL. While we are waiting, I do have another question
for Mr. Tipton. Your experience as a franchisee and dealing with
a franchise, you know, with a parent company—do you see it in
your experience as being adversarial, or do you see that your inter-
ests are aligned between the franchisee and the franchisor, or do
you see it as a relationship that works or a relationship that needs
the government to be involved in a bigger way?

Mr. TipTON. Well, certainly do not need the government involved.
My process with my franchisor was very transparent, and the rela-
tionship is very good. It was good then, and it is good now and al-
ways has been. I have been through the process with more than
one national brand, and it was the same. It was very good, very
transparent. As a matter of fact, both were so transparent that
there was a lot, a lot of information, a lot, a lot to take in. Nothing
was left out.
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Senator PAUL. So I guess you get the benefits of the name of the
restaurant chain that drives customers in. You get benefits of
cheaper cost of goods. I guess you get food and supplies for the res-
taurants come through a purchasing agreement with the parent
company. Is there also availability of credit through the company
as well as far as borrowing?

Mr. TipTON. I am not sure. I have never used the company for
financing. I have always—that has always been done in private
banking industry. And if—in my opinion, if you are doing the right
stuff, that is not going to a problem.

Senator PAUL. So you did not utilize small business loans in
starting yours? You utilized just the private banks and banking
system?

Mr. T1PTON. No. And I do not understand why—I do not under-
stand why you would. If you are doing the right thing, the private
banking industry is going to be there.

Senator PAUL. Well, the difference also is that there is a feedback
loop. If you borrow from government and government puts out a
thousand bad loans, who is going to replace the people in govern-
ment and say they are not doing a good job?

If you live in Richmond, Kentucky, and your bank does a thou-
sand bad loans, my guess is that way before you get to a thousand
somebody loses their job or the bank goes out of business or you
have to have, you know, some sort of feedback loop.

And this is essentially the difference between government and
private sector and one reason why many of us will argue that the
private sector, unless it absolutely is not working, that we should
really try to do almost everything within the private sector because
you have that feedback loop that breeds excellence, and that is ba-
sically the profit motive.

Mr. TipToN. I would also say that if you cannot get financing
through the private sector and you need to go to SBA, then you are
not—obviously, you are not doing something right anyway.

Senator PAUL. Thank you.

Senator Ernst.

Senator ERNST. Thank you, Mr. Chair, and thanks for the wit-
nesses for coming in front of us today for this hearing.

The franchising model system has provided so many with the op-
portunity to independently run a small business. We see this all
across Iowa, and as part of my 99-county tour, I have heard from
many of those franchise owners throughout my State. These fran-
chising opportunities are providing entrepreneurs with a proven
business model, a recognizable brand that offers a built-in cus-
tomer base, and the potential for fast growth.

In Iowa, franchises contribute $4.1 billion to the economy and
over 95,400 jobs. These small businesses, like all other small busi-
nesses throughout the country, are vital to the economy. That is
why I am so excited to have the opportunity today to discuss the
role that the SBA, the Small Business Administration, plays in
small business franchising as a whole.

So if we could start with you, Dr. Yelowitz, I appreciate you com-
ing in today to discuss these small business franchises. In your tes-
timony, you had mentioned that SBA loans were a strong contrib-
utor to job growth by providing access to capital for our small busi-
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nesses. How can SBA lending programs be better utilized for job
creation and wage growth, especially in the areas like mine, our
very rural areas?

Dr. YELOWITZ. Basically, SBA loans, the studies that I have re-
viewed show that there is some job growth from those loans. On
average, around 3 to 3.5 jobs are created per million dollars of loan.
Those studies do not distinguish between franchises versus inde-
pendent businesses, and so probably my biggest take would be to
not single out franchises for any different kind of regulation than
for any other sort of business.

Senator ERNST. No, thank you. We just know how important it
is to have access to those loans and certainly to promote job cre-
ation and wage growth.

Now in your testimony, you also mentioned protecting the Pro-
tecting the Right to Organize Act or the PRO Act, which would cod-
ify into law an expanded joint employer standard, where fran-
chisers can be held responsible for actions taken by their
franchisees. You say that this would essentially eliminate the en-
tire concept of franchising as a business model. Can you talk about
the effects that that the joint employer standard would have on
small businesses and our consumers as well?

Dr. YELOWITZ. The PRO Act has several provisions in it, the joint
employer standard and the so-called “ABC test,” which will raise
the cost of doing business in terms of the franchisor-franchisee re-
lationship. If it increases costs, then what will likely happen is that
there will be fewer franchises out there. That, in turn, will lead to
less competition. And as we know, less competition will lead to
price increases in an economy where we already have as high of in-
flation as we have seen in 40 years.

Senator ERNST. Right. Yes, thank you so much. I know it is ex-
tremely concerning to so many across the State of Iowa and I am
sure in many other areas as well.

And, Mr. Tipton, thanks again for appearing in front of us. In
your testimony, you had mentioned how record levels of inflation
caused by Federal spending is impacting small business supply
chains. Inflation has created a hidden value-added tax on pro-
ducers, and the Producer Price Index reached 10 percent over the
last year this month. And can you talk a little more about the im-
pact that inflation has had on producers and what that means for
prices facing our consumers?

Mr. TipToN. Well, it has affected every part of the business,
every part of the supply chain. In my brand, we have seen in-
creases on every single part of the company, from all supplies, ev-
erything from fuel cost, extras, you name it. Across the board,
there has been increases in everything. And that has led to across-
the-board price increases from the brand to the consumer, which
we have already implemented one price increase just a few weeks
ago and will likely see more at this rate.

Senator ERNST. Yes, I would agree. Now for all of our witnesses
as well, with the cost of doing business for our small businesses
and our franchisees, do you see this as being transitory? And if it
is not transitory, at what point do we ever bring those costs back
down, and how does that happen?
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Mr. TipToN. Well, I do not know if I know the answer to that,
but I do know that usually, as we all know, when prices go up, a
lot of times they do not come down. And I am a little fearful of that
because the inflation numbers that we have seen have taken a lot
of profit out. You know, we tried to eat a lot of this to stay competi-
tive. A lot of fast foods brands were trying to do that, but it was
just too much. Still had to raise prices. And we are still—you know,
profit margins are far less today than they were this same time
last year.

Senator ERNST. Thank you. Any other panelists?

Mr. EMERSON. Yes, I would like to say I think the costs are tran-
sitory. I mean, things go up; things go down.

And I think that some of the concerns about the PRO Act are
overstated. I think that a lot of the issues arising out of a concern
about the gig economy are justified, and there are questions of how
it would actually be implemented to try and accommodate the fact
that we are in a much different era than we were even 10 or 20
years ago. But to reflexively, in effect, say this is going to kill fran-
chising is, I think, overblown.

I believe that a lot of the concern has been generated by, of
course, what is going on in one or two states and one or two provi-
sions, or at least suggested provisions, which may need to be
tweaked. But to not recognize that the economy is not the same
and that franchisees are, in some systems—or would-be
franchisees, depending on how you classify them—are in a different
position than sort of the old fashioned standard. So whether you
call them an employee—or in one of my articles I talk about them
as dependent contractors, not independent contractors—can vary.

A lot of the issue really for the systems on a macro level, I think,
is that some franchise systems are doing very well, their
franchisees are doing well because of that and they justifiably, as
Mr. Tipton clearly is, are proud to be and happy to be in a system,
but I am concerned that the ones that are not doing that well are
actually sort of a drag on franchising generally. I mean, that is
what led to the first real legislation in America, in California and
other states, was the history of problems in the 1960s, early 1970s,
with people that were basically churning franchises. And I am not
saying that is happening in most systems, but clearly what Senator
Cortez Masto was referring to in some franchise network systems
was such a thing.

So I do not see how the proposed bills really would necessarily
have a dramatic impact on a cost. I think a lot of the work that
is being done to furnish data is already cooked into the system and
it is just a question of doing it more effectively. It is not so much
there is too much information. There is a lot of information. But
it is just that the accessibility of it is not that easily available.

And that is why I use the metaphor of a fire hydrant or some-
thing just spewing out all this information, but it is not really that
well organized. And a lot of prospective franchisees throw their
hands and say, well, I think I feel comfortable. And it really should
not be like that. They should have better access to the information.

And as I understand it, a lot of franchisors are in favor of that.
They do not have a problem with that information
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Senator ERNST. Thank you. I want to offer the opportunity to
other panelists as well. Thank you.

Mr. EMERSON. Yes, I understand. Thank you.

Senator ERNST. Yes, please.

Dr. YELOWITZ. One thing that I think will be important to em-
phasize is that you spoke about some of the provisions from the
PRO Act, which is quite a bit different than information disclosure.
And what I would point out about information disclosure is there
are thousands of brands out there that compete with each other in
terms of providing information, and those that are providing trans-
parent products will find more takers. So I think the market as a
whole, the private market, will in a sense solve many of these
issues.

And there might be stories about one of two brands, but there
are thousands of brands out there. And remembering that this reg-
ulation does not only affect the one or two brands, or several
brands, where there are these stories, but all brands is something
really important to consider.

And again, your question about joint employer, about the ABC
test, those sorts of things, feels quite a bit different than the infor-
mation disclosures.

Senator ERNST. Very good. Thank you.

Well, I will yield back my time. Thank you very much. Thank
you, Mr. Chair.

Chairman CARDIN [presiding]. Thank you. As I hope was ex-
plained, there are votes that are going on. So I went over to cast
my vote. I am sorry I missed some of your comments. There will
be a second vote on in about 20 or 25 minutes from now, but we
are going to try to continue the hearing.

I just really want to respond briefly to some of the comments
that have been made in regards to inflation, cost, and small busi-
nesses. Ms. Stapf, I appreciate your acknowledgment in your writ-
ten testimony as to the importance of the PPP program to keep
businesses afloat. The PPP program was created by bipartisan
leadership in the U.S. Congress. I was proud the role that the
Small Business Committee played, working with Senator Rubio,
Senator Collins, Senator Shaheen, and myself in drafting the Pay-
check Protection Program.

And then in the American Rescue Plan, we fine-tuned it so that
we could really tailor it to the small businesses that needed it the
most. And the statistics from 2021 indicate that we were able to
get to the smaller small businesses, to those in underserved com-
munities, that we were able to get to those that were so desperate.

And your observations are similar to the observations that I have
received in going through my small business community. On Small
Business Saturday, I was in Annapolis visiting small business own-
ers who told me, literally, they would not be open today but for the
help they got in regards to the small business aid programs as a
result of the Coronavirus packages.

So I just want to dispel the concept that what we did to help
small businesses and keep them alive, keep our economy moving,
prevent from going into a deep recession is not why we have high
prices today. High prices are a result of many factors, including a
supply chain challenge in which one of our colleagues, Senator
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Cantwell, has worked on legislation to innovate and manufacture
here in America, that we are going to be going to conference as a
bipartisan bill to try to deal with supply chain issues, that will deal
with some of our challenges on cost as well as some of our work-
force challenges, for example, the cost of childcare, keeping too
many women particularly out of the workplace.

So we have a game plan to deal with the cost centers, but I just
really do not want to blame the help that we have given to small
businesses as anything other than helping our economy survive the
greatest pandemic in a hundred years. And I am proud of the work
that we did, near unanimous. We had a few members of the Senate
who disagreed with the program, but by and large, this has been
a collective effort in order to keep our economy moving during the
Coronavirus.

So I want to get back to the franchise issue because I do think
the franchise model is a critically important model for our economy,
and I recognize that. I have recognized it from the beginning. But
it does have certain vulnerabilities because of, in cases, the con-
tractual relationship between the franchisor and the franchisee.

So if I might, Professor Emerson, start with your view, you said
favorable things about the need for certain congressional action in
order to deal with making information available to potential
franchisees. Could you elaborate as to where you think the greatest
priority should be placed in providing information to a franchisee?
We know that the legislation deals with financial information and
failures, et cetera, but where do you think there is need for more
definitive regulation?

[No audible response.]

Chairman CARDIN. You are on mute, I think, Professor. We still
cannot hear you.

Mr. EMERSON. Okay.

Chairman CARDIN. We hear you now.

Mr. EMERSON. I am unmuted now?

Chairman CARDIN. Yes, you are Okay.

Mr. EMERSON. I knew that would happen. Now I think that the
biggest problem, as I have said, really is there is a lot of informa-
tion out there. And a lot of it—I think if franchisees, prospective
franchisees, put in the time they can get better information. But
the ability to compare to other franchises that they may be looking
at, to cross into other industries and look at them, to kind of evalu-
ate their costs, not being franchised but otherwise investing in
some other opportunity, is very difficult for them to do because of
the way that the data 1s just sort of presented.

And T think in time this will probably become easier for people
to handle, but anything that can be done by the FTC, the IFA, the
SBA or others, or could be facilitated by an act of Congress to make
that data available would be very useful. I think that that is one
reason I think S. 1120 could be so helpful is what it might provide
in terms of the ability to give that more data to prospective
franchisees.

A lot of the things I outlined in my written statement are more
problems substantively, I think, in terms of some of the things in
a franchise agreement or the procedures for dealing with them.
And anything at the FTC level or the SBA level that could give
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more information to franchisees about what it is they are dealing
with would be good. But for now, I do not think Congress has real-
ly shown that much inclination going into substantive mode. If
Congress wanted an act on franchising, that would be entirely a
different matter.

Chairman CARDIN. Thank you.

Ms. Stapf, you can give us a unique perspective, both as a
franchisor and a franchisee. So tell us what information is the most
useful to have available to a potential franchisee in deciding
whether to move forward with the business opportunity?

Ms. STAPF. Yes, thanks. Yes, outside of the leadership and the
history of the brand, I think the Item 19 is obviously very impor-
tant for prospective franchise owners. I also believe that Item 19
is the next best place to start because that will allow a prospective
franchise owner to see the health of the brand, openings and clo-
sures, and then be able to have full access to all of the other fran-
chise owners and then can conduct their due diligence. So those are
the two areas of the FDD.

Chairman CARDIN. So let me turn to how the SBA can be helpful
to a franchisee. In what areas do you think the SBA could improve
its ability to help franchisees in making decisions on franchise
agreements or to be able to operate as a franchisee?

Ms. STAPF. Yes, so I think that the SBA directory might be a
good place to start. So this was in conjunction with the IFA was
formed, and it set criteria with the SBA. And one way that we
could make—one thing that we can look at is maybe expanding
that criteria.

Chairman CARDIN. And in regards to the financial tools that are
available through the SBA, from the numbers we are looking at,
it looks like there is a pretty active use by franchises of the tools
at the SBA for financing. Do you have any suggestions as to where
you think the priorities should be?

We have the 7(a) program, obviously. We have the smaller pro-
grams such as the microloan programs. We have the 504 program
and refinancing. Is there a particular challenge that you see in any
of those tools that we could fine-tune to help franchise owners?

Ms. StaPF. Well, I am honored that you would ask that. So just
in my personal experience, traditionally a lot of our franchise own-
ers use the express loan, and that has been just a bit of a challenge
from a time perspective. I do not know if it is a backlog from PPP
loans or what have you or the fact that we are a low-dollar loan
because we do not have assets. We are a service brand. But we find
that it is taking a considerable amount of time before our franchise
owners get funded for their express loans.

Chairman CARDIN. We do find a general problem in regards to
the loan programs at the SBA, that those that are smaller in dollar
amount generally are not the priority of private financial institu-
tions. They like larger loans, generally. They can do one loan rath-
er than have to do three for the same number of dollars. They
would rather just do one loan. So we do find a challenge in regards
to the smaller amounts of loans, for the smaller numbers.

I take it that in the franchise world you have large franchisees
and you have small franchisees. So you have different ones that
qualify for the SBA programs. That is one of the reasons why there
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is under consideration today the direct lending program by the
SBA so that there would be no disadvantaged on the size of the
loan that is being requested under the 7(a) program. There is also
proposals to deal with the cost of the 7(a) loans, recognizing that
for smaller companies that cost issue can become an obstacle for
getting a loan.

Your observations seems to indicate that the smaller the loan it
can be more challenging to get the attention of a private bank?

Ms. STAPF. Certainly, that is my observation. You know, I do not
have obviously the proof of that, but I do feel that our loans are
just taking an enormous amount of time where other more asset-
heavy franchise systems are getting their loans quicker. So that
would be great for us.

Chairman CARDIN. I would be glad to hear from any of the other
panelists if you want to make some additional comments. We have
the time. So, Mr. Tipton, do you want to add anything to the dis-
cussion.

Mr. TipTON. Just off of what she just said, I do not know. I do
not have the numbers or anything either, but maybe the loans may
take longer because of the fact that they are no-asset loans. Maybe
the due diligence in that is different. I do not know.

Chairman CARDIN. Professor Yelowitz, in regards to franchise
businesses, are there particular challenges that you find in regards
to the SBA tools that are available?

Dr. YELOWITZ. I think that Ms. Stapf and Mr. Tipton, being busi-
ness owners themselves, probably are more expert on that. So I do
not think that that is my wheelhouse.

Chairman CARDIN. Okay. Professor Emerson?

Mr. EMERSON. I would tend to agree with Professor Yelowitz.

The only thing I would add is my concern—and I cannot verify
this—is information that is privy to the SBA in terms of the guar-
antee function, or lenders, but not available to the franchisee, the
prospective franchisee itself, in terms of arranging for the loan to
be approved. And that strikes me as, at least from an angle of eq-
uity, problematic. And there is at least people that think that that
is a problem, certainly when you look at what Senator Cortez
Masto’s office filed. The information at least that franchisors are
imparting information to help sales prospects get a loan but not
providing that information to the franchisees, under some cloak of
confidentiality, would be very troubling to me.

Chairman CARDIN. That is an important point. You know, that
is one of—we are going to be in conversations with the SBA on
some of these issues and try to work with them. I think much of
this can be done administratively, as has been pointed out. So we
will be working directly with the SBA to see whether we cannot
deal with some of these issues through their practices.

And I agree with Professor Emerson. There is a lot of informa-
tion out there, but if you are just starting a franchise business, you
do not have deep pockets. You do not have a lot of people on payroll
to be able to delve through all this information. It has got to be
made available in a useful way.

And it is hard enough now to get through all of the requirements
to get the loans and everything together to start a business. You
do not have the resources to try to wade through all this informa-
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tion and go through all this challenge in order to be able to move
forward. We have to find an easier way to get this information
available to potential franchisees. So I think your point is very,
very well taken.

Mr. TipTON. Chairman, I was just going to mention also, it was
mentioned earlier about disclosure. Beyond—and in my experience
with my franchisor, beyond all of the disclosure statements, we
were encouraged to go talk to other franchisees all over, every-
where, all over the country. So I just wanted to mention that, too,
that that was a big benefit in my start.

Chairman CARDIN. I think that is excellent advice. My experience
is that, again, the successful franchise brands want that to take
place. That is why they are successful. They want to make sure it
is the right fit for the franchisee, and talking to other franchisees
can be extremely helpful to know what you are getting into and
make sure that is what you really want to do. So I think that is
really good advice.

And I am going to agree with many of the panelists that a lot
of this is just common sense type information we have got to get
out there to make a decision. It may already be out there. It is just
hard to find, and we need to facilitate.

One of the things I have learned about the SBA and where it is
most valuable and the resource partners that work with small busi-
nesses is that the more mentoring, the more technical help, the
more connections that can be made through the SBA services, the
more successful a young business is going to be. So any connections
that we can make in that regard, including connecting with other
franchisees before a potential franchisee makes a decision, is going
to be helpful. So I appreciate that advice.

Let me thank again all four of our witnesses. This has been ex-
tremely helpful. We will be following up, and we may be contacting
you to help us as we go through this field.

The record will remain open for two weeks.

And with that, the Committee will stand adjourned, with our
thanks.

[Whereupon, at 3:46 p.m., the Committee was adjourned.]
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American Association of Franchisees & Dealers
The Center for Total Quality Franchising*™

P. 0. Box 10158

Palm Desert. CA 92255-1058
{619) 209-3775

Dircct Line: 619-649-0748
Fax: 866-855-1988

E-mail: rpurvini@aafd.org
Website: www. AAFD.org

The Honorable Catherine Cortez Masto
United States Senate
Washington, DC 20510

March 11, 2022

RE: Support of Franchise Legislation and Regulatory Efforts

Dear Senator Cortez Masto,

‘We are writing on behalf of the American Association of Franchisees and Dealers (AAFD) to thank you
for your efforts to improve the franchise industry, and we pledge our support of your legislative and
regulatory efforts.

AAFD is the oldest and largest national not for profit trade association advocating the rights and interests of
[ranchisees and independent dealer networks. The AAFD supports more than 40 independent franchisec
associations and trademark specific chapters, representing thousands of franchisee operated business outlets.
Since our establishment in 1992, the AAFD has focused on its mission to define. identify and promote
collaborative franchise cultures that respect the legitimate interests of both franchisors and franchisees.
cultures we describe as embracing our vison of Total Quality Franchising™. The AAFD came into existence
in response to a franchising community that has been evolving towards increasingly one-sided and
controlling franchise agreements and cultures whereby franchisee equity and business ownership has been
continually eroding such that many modern [ranchise systems have lost all vestiges of business ownership.

First, we would like to acknowledge your report released in April 2021, Straregies to Improve the
Franchise Model: Preventing Unfair and Deceptive Franchise Practices. This report discussed many of
the problematic areas in franchising. Next, we want to support 8.1120, the Small Business Administration
(SBA) Franchise Loan Transparency Act of 2021. The SBA sets its rates and fees to be self-funding, and
poor SBA oversight of the franchise portfolio results in higher rates for all borrowers. The viable,
successful brands pay for the bad actors. We also support $.2162, the SBA Franchise Loan Default
Disclosure Act. This is simple transparency of taxpayer guaranteed loans; transparency that is needed
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The Center for Total Quality Franchising’™

for prospective franchise buyers. The free market only succeeds when the proper information is available
to make market comparisons, this bill would provide that important information.

Finally. we want to thank you for your recent letter to the SBA asking for answers on problematic brands.
like Burgerim. which has a franchisee chapter as a member of the AAFD. IU's time regulatory agencies
and the SBA, along with the franchisors, take some responsibility for franchise failures. It’s just not fair
for franchisees to always bear the burden.

We look forward to working with you, to advance efforts to protect franchise owners and improve the

franchise industry so that all can realize the success that franchising promises,

Respectfully submitted,
g{ffﬂhf ‘5{ ﬁvwm;)\

Robert L. Purvin, Jr,
Chair, Board of Trusices
American Association of Franchisees and Dealers

S

Keith R. Miller
Director of Public Policy and Engagement, American Association of Franchisees and Dealers
Principal, Franchisee Advocacy Consulting
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AH Ll/-\<n

AMERICAN HOTEL & LODGING ASSOCIATION

The Honorable Ben Cardin The Honerable Rand Paul
Chairman Ranking Member

Small Business Committee Small Business Committee
U.S. Senate U.S. Senate

Washington, DC 20510 Washington, DC 20510

March 14, 2022
Dear Chaimnan Cardin and Ranking Member Paul,

On behalf of the American Hotel and Lodging Association (AHLA), | would like to thank you for
holding the hearing entitled “Small Business Franchising: An Overview of the Industry, SBA's Role,
and Legislative Proposals,” to highlight the critical importance of the franchise business model on
America's small businesses and the national economy.

AHLA represents all segments of the American lodging industry. including iconic global brands,
hotel owners and franchisees, REITs, management companies, independent properties, bed and
breakfasts, state hotel associations, and industry suppliers.

The topic of this hearing is particulary important to the lodging industry as over 20% of all hotels in
the United States are franchised properties, with a majority owned by small business owners. The
hotel sector is also a proud majerity minority-owned industry, as more than half of the hotels in the
United States are mincrity-owned. The hotel franchise model has paved the way for small business
ownership for tens of thousands of immigrants, women, and people of color to achieve the
American dream.

The hotel franchise model has long been a pathway for entrepreneurship and a secure business
investment. Ower the last forly years, the industry has shifted from concentrated corporate
ownership of hotel properties to a predominantly franchised industry comprised of tens of
thousands of franchisees. As a result of this dynamic, hotel owners and brand companies have a
unigue business relationship. Owners own the assets, the real estate and the capital, while the
franchisor licenses the brand name and naticnal marketing and sales platforms.  As franchisees,
heteliers have come to appreciate and rely on both the SBA 7(a) and 504 loan programs to help
finance new businesses, real estate acquisitions. construction costs, and working capital. These
loans have helped provide the foundation to grow operations at reasonable interest rates,
Importantly, several hotel brands in particular, and the hotel industry at large confinuously
demonstrate low default rates for SBA loans and rank among the best businesses in that category.
The reliability of the hotel industry provides a secure investment for hotel franchisees and steadfast
stewardship of American tax dollars.

Thank you for your discussion on this important topic and your focus on financing for American
small businesses. Over the last two years in particular, the emergency SBA programs provided
critical lifelines to the lodging industry. As we now move from relief to recovery, the SBA will
continue to play an important role to help ensure America's hotel industry can continue to grow,
create good jobs, and invest in local communities.

Sincerely,

oy K
Chip Rogers

President and CEQ
American Hotel and Ledging Association
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The Honorable Catherine Cortez Masto
U.S. Senate

516 Hart Senate Office Building
Washington, D.C. 20510

March 10, 2022

RE: Support of Franchise Legislation
Dear Sen Cortez Masto,

We are writing on behalf of the Asian American Hotel Owners Association (AAHOA) to thank vou for your efforts to
improve the franchise industry.

AAHOA represents more than 20,000 first- and second-generation Americans, Our bers are small-busi owners
who own and opcratc 60% of the hotels nationwide. supporting 1.1 million quality jobs in hospitality. As franchisees, our
bers consi Iy ibute to the cconomy through job creation, tourism promotion, real estate development, and

community investment — in fact, our members contribute 1.7% to the nation’s GDP.

First, we pledge our support for vour legislation. We would like to also acknowledge vour report released in April 2021,
Strategies to Improve the Franchise Model: Preventing Unfair and Deceptive Franchise Practices. This report discussed
many of the key problematic arcas in franchising. Next, we want to pledge our support for S.1120, the Small Business
Administration Franchise Loan Transparency Aet of 2021, While the lodging industry is excluded from the r
we believe increased transparency is helpful to all franchisees and small business owners. We. at times, belicve we are
disadvantaged by the current lending environment and would like to see meaningful changes to SBA programs. We also
support 8.2162, the SBA Franchise Loan Defaudr Disclosure Act. This is simple transparcney of taxpayer-guaranteed loans
- transparency that is needed for prospective franchise buvers. The free market only succeeds when the proper
information is available to make market comparisons and sound business decisions. This bill would provide that important
context.

Finally, we want to thank vou for vour recent letter to the SBA asking for additional accountability. This additional.
necessary accountability will help level the playing field for hospitaltiy franchisees as we from the extreme effects
COVID-19 has had on our industry.

We look forward to continuing to work with you to improve the franchise industry so we all can realize the American
Dream,

Sincerely.

;% (o= g Wingy

Vinay Patel Nimesh Gandhi
AAHOA Chair AAHOA Ambassador - Nevada
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Franchise Loans Keep Blowing Up, and the
Government Keeps Backing Them

MNearly 20 percent get charged off by the SBA. Guess who pays

by Patrick Clark _ Bloomberg May 14, 2015

Buying a franchise is a risky business. Seventeen percent of franchise loans guaranteed by the
U.S. Small Business Administration failed from 1991 to 2010, new data show. At the end of the
period, almost one in five franchise owners went splat.

The loans, made by private lenders, weren’t merely delinquent. Failed loans are those charged
off by the SBA, which guarantees as much as 85 percent of the value of working-capital loans
through its 7(a) program. Even after liquidating collateral, which can include franchise owners’
homes, the government had to use taxpayer dollars to make the lenders whole.

Some franchises are worse bets than others. Meineke (22 percent), Quiznos (25 percent), and
Huntington Learning Center (31 percent) had some of the highest failure rates among well-
known brands.

So yes, running a business is harder than franchisors sometimes make it sound. Beyond that
headline finding, the report is interesting for a couple of reasons.
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Franchise Loans
Loans made to franchises with charges-off rates of greater than 20 percent, 1991-2010
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First, it was compiled by the Service Employees International Union, the labor group that’s been
fighting to raise pay for fast-food workers. That campaign would seem to put the SEIU in
opposition to franchise owners, who are at least nominally responsible for setting

wages. Increasingly, however, the union has been aligning itself with those franchisees, on the
theory that corporate franchise systems wield a lot of influence over store owners’ budgets.

“We believe the high failure rate is due to a severe imbalance of power between franchisees and
franchisors that contributes to a system of too many unstable businesses and low-wage work in
the franchised fast-food sector,” says Tia Orr, senior legislative director of the SEIU California
State Council.

The union ended its analysis in 2010 because newer loans have had less time to go bad, making
them difficult to compare with older loans, It consolidated the findings into five-year periods to
smooth out spikes in failure rates, which were particularly dramatic during the recent recession.
Data provided to Bloomberg by the SBA show that working-capital loans to franchises haven’t
performed as well as loans to nonfranchise businesses:
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Working Capital
Charge-off rates for the SBA's 7(a) loan program
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John Reynolds, president of the International Franchise Association Educational Foundation,
says the union was “cherry-picking” data, and that the focus should be on the tens of thousands
of franchisees who used SBA loans to successfully expand their businesses and add jobs to the
U.S. economy. “I think [the SEIU] have an agenda that’s focused around casting doubt or
criticism on the fundamentals of the franchise model,” he says.

Loan failure rates for individual franchise systems are hard to obtain, even though they could be
useful to entrepreneurs deciding whether to invest in a franchise system. The union filed a
Freedom of Information Act request to get its hands on the data. A recent paper co-authored by
the SBA’s chief franchise counsel, Stephen Olear, said that “franchisors who do not

provide financial performance representations to prospective franchisees but want to

provide information to prospective lenders, or who wish to provide additional information to
these lenders, are free to do so.”

When statistics do see the light of day, the numbers are often scary.
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Bad Bets
Failure rates for franchise loans backed by the Small Business Administration
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Why does the government keep guaranteeing these loans? The agency has argued that banks tend
to stop approving loans for struggling franchises and that franchise failure rates are similar to
failure rates for the overall lending program.

Yet failing franchises often continue selling new units. Over the last five years, the bottom 25
percent of franchise systems have opened more than 42,000 new outlets, according to Jeff Lefler,
chief executive officer of research firm FranchiseGrade,

“On one hand, franchisees aren’t doing enough due diligence,” Lefler says. “On the other,
unhealthy systems are marketing themselves loudly and aggressively to franchisees.”

Correction: A previous version of this article mislabeled the first chart as representing the
number of failed loans for the franchise chains listed. The chart properly represents the number
of total loans issued for those chains, all of which had failure rates of greater than 20 percent.
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CFA

‘COALITION OF FRANCHISEE ASSOCIATIONS

March 15, 2022

The Honorable Catherine Cortez Masto
516 Hart Senate Office Building
Washington, D.C. 20510

RE: Support for the Franchisee Community
Dear Senator Cortez Masto,

On behalf of more than 46,000 franchisees nationwide who own over 122,000 businesses and
employ over 2.7 million individuals, the Coalition of Franchisee Associations (CFA) is writing
to thank you for your support of the franchisee community and ask that the Senate Small
Business Committee follow your lead in protecting America’s small business owners.

By way of background, CFA is the voice of the franchisee — we are the largest franchisee-only
trade association in the country. The CFA represents 23 franchisee associations whose members
own brands including McDonalds, Burger King, 7-Eleven, Planet Fitness, Buffalo Wild Wings,
Dunkin’ Donuts, Meineke, Supercuts, Dominos and Popeyes - among others,

First, thank you for your report released in April 2021, Strategies to Improve the Franchise
Model: Preventing Unfair and Deceptive Franchise Practices which explains the imbalance of
power in the franchise relationship and the need for oversight by the Federal Trade Commission.
Further, we would like to thank you for introducing the Small Business Administration Franchise
Loan Transparency Act of 2021 (5.1120) and the SBA Franchise Loan Default Disclosure Act
(8.2162). These bills increase the transparency in financial disclosures and provide more
accurate information to prospective franchisees — the true stakeholders of the business.

CFA urges passage of this important legislation and asks for increased oversight of the
imbalanced franchise relationship. While franchisors and banks continue to profit from
misleading claims and resulting SBA loans, franchisees are the true victims, often risking their
life savings to invest in their business.

Sincerely,
gofmf Meffe

John Motta, CFA Chairman Misty Chally, CFA Executive Director
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1. Executive Summary

In 2019, the Economic Policy Subcommittee of the Senate Committes on Banking,
Housing and Urban Affairs held a hearing on economic mohility and heard from a witness
who described troubling practices affecting businesses operated as franchises.' This
information was consistent with complaints Senator Cortez Masto had heard from press
reports and constituents in Nevada. Following that hearing, the Senator, then-ranking
Democrat on the Subcommittee in the 116" Congress, directed her personal office staff to
analyze franchise business practices and explore any need for legislative and other
reforms, leading to this report. This report suggests a menu of legislative, regulatory, and
business reforms pursuant to Congress's jurisdiction over issues related to economic
growth, employment, small business lending, and economic stabilization,

Nationwide, we hear stories of entrepreneurs who faced financial ruin because they
purchased a franchise.” In the past decade, more than 4,000 Quiznos franchise locations
closed, and the company declared bankruptcy.” Dozens of entrepreneurs buying
Huntington Learning Center franchises were provided false revenue estimates.' The
franchise owners, also known as franchisees, of Curves twice sued the company after
being forced to make decisions that lost them revenue and threatened their viability.”
Burgerim franchisees allege the company sold 1,200 franchises in 39 states and DC with
no viable business model.”

Difficulties facing the franchise industry should concem the nation: In February 2020, 8.67
million people are expected to work for as many as 785,316 franchises.’ Franchises
employ more people than those who work in construction and a roughly equal number to
those employed in financial activities. Leaders in the franchise sector have dismissed or
ignored aggressive sales practices and one-sided contracts that have damaged too many
lives. The industry is too often measured by franchises sold; franchise corporations benefit
from the sale of a franchise, but are not held accountable for franchise success or failure.

In response to the COVID-19 pandemic, sales of many restaurant franchise businesses
continue to boom.” Unemployed restaurant workers may decide to run their own business
instead of looking for another job. Some franchise sales pitches recommend investors
move their funds out of a volatile stock market and buy a franchise." Some franchise
owners will receive suggestions to fund the new franchise using the Rollover for Business
Startups (ROBS), putting their retirement funds at risk. As restaurants and other
businesses close due to the economic collapse from the COVID-19 pandemic, some
franchise brands, also known as franchisors, will be marketed at “a discount” to new
investors.

However, some closed franchises are not shuttering solely due to the pandemic; a brand
may have been troubled long before due to a franchise corporation’s problematic and
unfair practices." In response to the pandemic, franchisors should work with their brand’s
franchisees to survive; some franchise corporations are allowing more flexibility in the
franchise agreement - for example, reducing, abating, or deferring rents, royalties and
marketing fees. However, some franchise corporations demand that franchise owners
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agree to new contract terms to realize the benefits from those accommodations. For
example, franchise owners, who may only be open fewer hours than required by their initial
contract, report being forced to sign new contracts that are disadvantageous to them.”
These new terms often release the franchise corparation from any legal liability.

There are good franchise corporations out there that provide profits to investors, living-
wage jobs, and support for the community. But for too many and for too long, some
franchise corporations and lenders have treated entrepreneurs unfairly, which cascades
into low-wage employment and stores closing. Overly optimistic revenue projections are
given outside the legal disclosure process; contracts are written by the franchisor and in
the franchisor's favor; pre-dispute mandatory arbitration clauses block franchise owners’
access to the courts; and contractual provisions allow franchisors to overcharge for
licensing and marketing fees, demand kickbacks from vendors, or limit a franchise owner’s
right to free speech.” These are the hallmarks of a franchise model that operates to strip
small business owners of their wealth.

No small business is without risk, but franchises are marketed as safer investments
because they are supposed to be proven business models,"” But when franchise
corporations engage in deceptive practices or enforce unfair rules, such as demanding
payments for inadequate training or requiring unfair contracts, while also using government
resources and requirements to appear as a regulated investment or aid in financing, the
government inadvertently condones franchises’ misrepresentation. ' When franchise
owners cannot financially survive, they struggle to pay their workers a living wage.

This paper details the problems reported by franchise owners of ten franchise brands —
Burgerim, Complete Nutrition, Dickey's Barbecue Fit, Experimac, Subway, Quiznos,
Curves, 7-Eleven, Huntington Learning Centers, and Massage Envy - although similar
problems also affect additional franchises.

This report highlights four areas where franchise complaints are most problematic,
including unfair and deceptive contracts that give nearly all control to the franchise
corporation, a lack of honesty and transparency in the financial disclosure documents,
costly kickbacks and overpriced goods, and fees charged for limited or no actual benefit,

This report recommends the following actions from Congress, agencies, state
governments, and franchise corporations themsefves:

+ Congress: While federal agencies have the authority to protect franchise owners
with existing rules, Congress can provide for a private right of action for franchise
owners and require fair contracts. Congress can also increase funding for the
Federal Trade Commission so it can enforce fair contracts and require the SBA to
mandate the timely disclosure of financial performance information by franchise
brand for all SBA-guaranteed loans.

+ Federal Trade Commission (FTC): The FTC should revise its Franchise Rule to
praovide more investor protection by recognizing that voluntary financial
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performance disclosure has failed to provide accurate information to investors.
The FTC should prohibit franchise contracts that require pre-dispute mandatory
arbitration. Contracts should not include non-disparagement and non-disclosure
requirements; they prevent franchise owners from being honest with future
investors doing their due diligence. The FTC should take enforcement action
against duplicitous or unfair franchise corporations and seek penalties.

« Small Business Administration (SBA): Pricr to providing a government
guarantee of a loan to a franchise, the SBA should require franchise companies to
provide actual historic revenue data and store closing information to franchise
owners who are liable to repay the loan. The SBA should publish loan performance
information by franchise brand and refuse to guarantee any loan to a franchise if the
underlying franchise agreement includes terms such as mandatory arbitration, non-
disparagement and non-disclosure clauses, or prohibitions against associations.
Franchise brands with high levels of default should lose access to government-
guaranteed loans.

« State Governments: California, Washington, and Minnesota have some of the
strongest state statutes regulating franchise businesses. States should enact legal
protections for franchise investors and owners and provide resources for
enforcement of fair practices.

+ Franchise Sector: The franchise sector and its trade association must set
standards for franchise brands that require fair treatment for franchise owners.
Business development agents and consultants should be required to register,
receive annual education and have a fiduciary duty to the franchisee clients. They
should also establish and provide assistance when a franchise mistreats its
franchise owners.

The franchise mdu_stry needs to The franchise industry is large, and, over time has allowed
ensure th.al franch'_se ownersl many to realize their American Dream. There are many examples
are sold viable businesses with of great brands thal have provided these 1 3
fair contract provisions, with a because of little transparency and oversight, it is also an industry

reasonable expectation of with far too many examples of prodatery franchise companies that
take tage of prosp P and leave them

success. Federal and state 2 overworked, despondent and broke. We hear the lure of the industry

governments must address this as it advertises to be your own boss, with proven business models,

massive part of our economy; and no experience nacossary.

they must enforce their b cobe ik o

regulations against unfair, . ___________________________________________|
abusive and deceptive trade

practices and, where current rules and laws that prohibit unfair and deceptive practices fall
short, they must strengthen them. Without adeguate investor disclosure, some
entrepreneurs may invest in a franchise brand that will strip their wealth, leaving them
facing eviction, foreclosure, and bankruptcy.” These franchise owners will be unable to
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experience the goal they had for themselves — a financially self-reliant business that
provides services and good jobs in their communities. This report provides a road map to
improving the franchise model which will serve our nation's entrepreneurs, workers and
communities.

Il.  Overview of the Franchise Sector

Franchise businesses provide business ownership opportunities to hundreds of thousands
of entrepreneurs. The business model involves an owner licensing trademarks, methods,
and other products to an independent entrepreneur. Franchise businesses provide a
variety of services to people and communities, including restaurants, hotels, technical
services, senior care, healthcare, and recreational activities."”

Typically, an investor (the franchise owner or the franchisee) pays a fee and in turn receives
a format or system developed by the company (the franchisor). The franchise owner will
often be expected to pay to the franchisor a percentage of their sales; royalty and
advertising fees; and other associated costs for a small business, such as renting a
location, paying fees to canstruct and equip the store, purchasing operating licenses,
buying insurance, and stocking inventory. The franchisor can assist the franchise owner
with finding a location, training materials for franchisees and employees, providing
operational systems (such as establishing a point-of-sale system), receiving management
assistance, offering marketing and a website, providing workshops and seminars, and
setting up a telephone number or website for promotions, questions or concerns.”

Franchise owners come from all walks of life. One in seven franchises is owned by
veterans, who are frequently encouraged to buy franchises through Transition Assistance
Programs offered to service members separating from the service or through veteran
franchise sales programs." About 30 percent of franchises are owned by Black
Americans, Latinos, or Asian Pacific Americans.” Many immigrants choose to invest in
franchises because of the perceived reliability of the brand backing the individual store.”

Franchises contribute millions of dollars to state and local economies. The trade
association for franchise corporations and some franchise owners, the International
Franchise Asscciation (IFA), estimates that in February 2020, 8.67 million people are
expected to work for as many as 785,316 franchises.” Franchises employee more pecple
than those who work in construction and a roughly equal number to those employed in
financial activities.” About one-third of franchise businesses offer fast food;” on any given
day, an estimated one-third of all American adults purchases food at a fast-food
restaurant, many of which are franchises.™

Franchise corporations promise business owners the dream of opening their very own
small business. Some franchises market to pecple without experience, promising that the
“will to succeed” is adequate as long as the franchise owner follows the rules laid out by
the brand,™
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While franchises can be a prosperous and successful endeavor, some franchise
companies are more interested in selling franchises than enabling franchise owners' long-
term success.” The Office of Senator Catherine Cortez Masto received dozens of
complaints from franchise owners — both from Mevada and across the country — about
franchise contracts and unscrupulous franchisor practices that make owning a franchise a
financially devastating decision. Franchise owners report receiving inaccurate information
about profitability prior to investing in a franchise, being forced to buy overpriced goods
and services, and having to comply with constantly changing and expensive
requirements.”™ Sometimes, regional supenvisors find fault with a store's management and
operation so that the supervisor can report the store for noncompliance.™ Overly
aggressive or unfair compliance reporting can allow the regicnal supervisor to buy
noncompliant stores at a discount rate, thus providing new fees from sales.™ In Marcia
Chatelain's 2020 baok, Franchise: The Golden Arches in Black America, she states, “the
relationship between franchisor and franchisee is like a distorted parent and child bond, in
which the parent sets the rules and the child pays all the household bills.. .franchisees can
make good maoney, but the franchising system requires skill at navigating an unequal
power relationship.™

Franchises are sold as a proven - and profitable - business model. But when the actual
riumbers are revealed, what looks like growth may just be a lot of openings without
consideration of store closures.™From 2010 to 2018, franchise owners opened 353,685
outlets, yet the total number of franchises only grew by 78,878, an increase of only 20%.%
Franchise corporations may blame the franchise owners for store failures, citing poor
management or an inferior location, but the franchise owners are not necessarily at fault.
Franchise store failure in the first year or two may be due to an unsustainable business
model with poor unit economics, insufficient support or inadequate working capital to
survive the startup growth period. A previously successful franchise may fail because of
franchisor demands or encroachment from new, competing outlets into a territory.™

Chart 1: Net Growth in the Franchise Industry Is Small*

FRANCHISE®GRADE
Franchise Industry Growth
2010-2018

476,369

Entints o1 15ut wrod 0 I0TH

397,491
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The franchise industry also tends to gauge success by whether a franchise outlet remains
open. However, this measure of success may not account for profits gained from fees
generated by a single store cycling through numerous owners in a short period of time.
Franchise owners and regulators should be concerned about “chum” or “disordery
attrition" in certain brands; high levels of transfers, terminations, acquisitions by the
franchisor, and ceased operations can be signs of an unsustainable business model that
could have been financially unsustainable for previous owners.

What Are the Risks in Franchise Ownership?

Franchises are not ordinary investments. If someone invests $100,000 in a stock, the
stock could fail, and the investor could lose the entire $100,000. If an entrepreneur invests
the same $100,000 to buy a franchise, the franchise owner risks considerably more than
the $100,000." Franchise contracts can last for decades and require continuous
payments of royalties, marketing, and other fees, as well as a share of the profits.
Franchise contracts most often require perscnal guarantees from the franchise owner.
Contracts may demand the owner upgrade the store, purchase goods and services from a
specific vendor, or sell new products. Many franchise owners borrow from a lender to pay
for the initial franchise fee, store renovation, and start-up costs. Most times, those loans
are obtained by a borrower's personal guarantee to repay with the bomower's personal
assets — such as a home, savings, retirement accounts, or land - as collateral. Assets can
also come from the immediate family of the borrower, When a franchise is not profitable,
franchise owners and their co-investors can lose these assets.

In addition to the personal loss to the franchise owner, failing franchise owners cannot pay
living wages." When franchise owners run deficits, they may struggle to pay wages and
payroll taxes. When franchise owners fail to fulfill wage and tax obligations, they can end
up in trouble with the government. Some franchises have nearly no employeses — the
franchise owners and family members work non-stop to keep these businesses afloat.™

.  Government Oversight of Franchises Is Inadequate

Most people, especially prospective franchise owners, believe franchises are heavily
regulated. Franchise corporations encourage this belief by promoting the different ways
governments regulate and support franchises. The Federal Trade Commission (FTC) is
widely recognized as overseeing franchise businesses. The Small Business Administration
(SBA) publishes a Franchise Registry and provides loan guarantees through the 7(a) and
504 loan programs. The Department of Vieterans Affairs (VA) promotes the franchise model
to service members through its Transition Assistance Program. In addition, nineteen states
have some oversight over franchise corporations.™ However, government oversight is
quite weak, which leaves franchise owners vulnerable to unfair practices by some
franchise corporations.
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The Role of the Federal Trade Commission

The Federal Trade Commission (FTC) regulates presale disclosure of franchises through its
Franchise Rule.” The Franchise Rule is meant to ensure that entreprensurs have access to
information that can help them decide whether to invest in a franchise. It also requires
franchisors to furnish a Franchise Disclosure Document (FDD) that includes specified
information about the franchisor, the franchise business, and the terms of the franchise
agreement. The FDD is meant to provide a plethora of information on the company,
including information about the business and its executives; any litigation and bankruptcy
history; costs and restrictions with suppliers, temitory, and customers; advertising and
training programs; financial performance; and financial statements.” The Rule also
prohibits franchisor misrepresentation.

The FTC is also responsible for investigating unfair, deceptive or abusive practices by
franchises, and educating business owners about their respective responsibilities. This
authority goes beyond the Franchise Rule; the FTC can prosecute franchise corporations
engaged in unfair or deceptive conduct throughout the course of a franchise relationship.
The FTC has not taken an enforcement action on a franchise matter since 2007.%

In his Congressional testimony, franchise owner and advocate Keith Miller said, "on the
first page of all FODs, it specifically states in bold print, ‘Mote, however, that no
governmental agency has verified the information contained in this document.”* The FTC
does not collect the FDDs; instead, it relies on potential franchise owners to do their own
due diligence about the viability of the businesses with the information disclosed.™

The FTC's approach relies on the franchise corporation disclosing accurate and complete
information to the potential franchise owner who can choose whether to invest or not. A
key element of disclosure is the financial performance representation made by the
franchisor, yet this disclosure is voluntary. The FDDs should include break-even analysis,
annual financial data and skills, knowledge and ability to run the business. In addition,
financial performance representations should be presented in the same format by sector,
such as hotels or restaurants. The FTC should also collect and post all FODs so
prospective investors can search by sector.

Even if information is disclosed, it may not be clear to a franchise investor reviewing
hundreds of pages of a contract that the government does not approve ~ or even regulate
~ the investment.” Contracts can deny franchise owners the right to buy goods from a
lower-cost source, prohibit franchise owners from organizing into an association, and even
ban them from sharing their experience with current and future franchise cwners. Some
franchises refuse to provide the FDD until the potential owner pays an application fee,
which generates additional profits for the franchisor. Some FDDs include disclaimers that
protect franchisors from future allegations of unfair treatment. The FTC does little to take
action against franchise corporations that provide inaccurate information or demonstrate
deceptive practices. The FTC has taken no action to stop franchisors from providing
inaccurate financial information cutside of the FDD, either through third-party brokers and
consultants or directly to the investor.
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Not only is there no private right of action in the Franchise Rule which would enable
franchise owners to sue franchise corporations, but the FTC permits contracts that reguire
mandatory arbitration, prohibit disclosure and disparagement, and include language that
allows the franchisor to change the terms of the contract without agreement from the
franchisees. Additionally, franchise owners rarely have the cash to hire an attorney after
putting all their resources into opening and operating the business. Since franchisors have
deeper pockets, they can choose to extend litigation beyond what some franchisees can
afford. Some franchise owners argue that the Franchise Rule is rigged in favor of the
franchise corporations and against the franchisees.

The Federal Trade Commission's Franchise Rule

The current Franchise Rule requires franchisors to provide prospective franchise owners
with their FOD at least 14 calendar days before franchisees make any payment or sign a
binding agreement in connection with a proposed franchise sale. The FOD provides
prospective franchise purchasers with 23 items of information pertinent to their investment
decisions.”In practice, the Franchise Rule gives franchise owners the false belief that the
FTC “approves” franchises and endorses them as viable investments. The franchise
representative or a sales representative "may tell a prospective franchise directly and
through subtle means that the FOD has been reviewed and approved by the government
and it's a safe investment."" FTC's regulation of FDDs contribute to this problem. For
example, the FTC allows — but does not reguire — franchisors to include financial
information in Item 19 of the FDD. Franchisors are also permitted to include in ltem 19 a
disclaimer to the effect that any other financial information provided outside Item 19 is
illegal and should not be relied upon as factual.” In practice, this is a problematic
provision: it allows franchisors to connect investors with buyer development agents or
brokers, franchise owners, newsletters, or other projections or data without the
requirement of accuracy as franchise investors do not understand that financial material
provided outside the FOD may not be reliable.

The FTC has rarely taken action against a franchise corporation for any reason, including
deceptive financial documents. The FTC will argue that few complaints are filed, which until
recently was true, in part because it is technically difficult to figure out how to file a
complaint to the FTC. In addition, franchise owners who file complaints may face retaliation
from the franchise company.* A common practice is for a franchise corporation to release
a franchise owner with a failing business from the contract while prohibiting the franchise
owner from making any disparaging comments or sharing complaints, These non-
disclosure agreements in exchange for absolution of the remaining contract can lead to a
cycle of falled franchise loans even though the FTC has stated that requiring consurmers
sign gag clauses is an unfair practice.” In addition, the FTC has traditionally preferred
cases with many complaints, such as when 10,000 customers are overcharged $20 on a
transaction, instead of a few dozen or a hundred entreprensurs who may have been
misled into investing $500,000 in a failed franchise. The FTC should not wait for franchise
owners to file complaints; it can also consider evidence of problems noted by the Office of
Inspector General's office at the Small Business Administration.

10
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The Federal Trade Commission's Comment Periods on the Franchise Rule

In May 2019 and September 2020, the FTC solicited comments regarding the Franchise
Rule.” The FTC asked whether prospective franchise owners have benefitted from the
Rule, what the costs of compliance are, and whether the Rule should be amended,
especially to account for technological or economic changes. The Franchise Rule was last
updated in 2007. In 2019, the FTC received 46 comments. Commenters representing the
franchise owners generally wanted a more robust Rule that included financial performance
representations, including "break-even” data and increased transparency around costs.
Commenters representing franchisors argued the Rule should not be changed. In the Fall
of 2020, the FTC sought additional comments on the Franchise Rule; by the December
17, 2020 deadline 239 comments were submitted, the vast majority from franchise
owners reguesting protection from franchise practices related to the FDDs and other
practices which they allege are unfair.”

The Role of the Small Business Administration

Prospective franchise owners can receive guaranteed loans from the Small Business
Administration {SBA) through the 7(a) or 504 loan programs. “The SBA maintains a
Directaory of all franchise brands that meet the SBA's criteria. Only franchise brands listed
in the Directory, which is managed by an outside vendor, may receive SBA-guaranteed
loans. Eligitle franchise brands must meet the SBA’s affiliation rules regarding ownership,
management, license, and other eligibility criteria.” For example, 7-Eleven franchise
owners are not eligible for SBA-guaranteed financing as their corporate office retains
significant control over day-to-day operations. For some franchise owners, seeing a brand
listed in the Franchise Directory provides a sense of legitimacy, which can lead to undue
belief in the viability of the brand.

SBA-affiliated lenders (SBA-AL) determine if the brand and a lcan applicant are
creditworthy and low risk. According to SBA’s Standard Operating procedure, the
franchise owner must be able to repay the loan through profits from the business, not from
the owner's personal wealth, SBA's Office of Credit Risk Management is responsible for
analyzing the loan portfolio and reviewing lender performance. However, the SBA-AL is the
entity responsible for identifying and avoiding poorly performing loans and avoiding fraud.™

There is a lack of clear data reporting on the performance of SBA loan guarantees
provided to SBA-ALs for various franchise brands. The data and charts in the following
pages are provided by public sources, supplied by the SBA, or based on research by
Senator Cortez Masto's office from publicly-available SBA data. The Senator's staff
requested technical comments from the SBA staff to confirm or correct the analysis, but
the SBA staff declined, citing their practice of “not publicly releasing information that could
be competitively harmful to both franchisors and franchisees.” SBA staff wrote in an email
that, “since the charts and graphs are limited to the Agency’s experience with franchise
loans they may not portray an accurate picture of the Franchise Groups® overall default
and charge-off rate or financial health.” This report provides this data to better inform
readers of the large number and large financing amounts of SBA guaranteed loans to

11
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franchises and the high levels of default with SBA loans to some franchise brands. All of
these figures are prior to the COVID-19 pandemic.

According to the data from the Small Business Administration — and as shown in Chart 2 -
franchise loans make up 13% of the SBA's total loan portfolio.™ Lending to franchises has
increased over time; SBA-guaranteed loans to franchises have increased more than 20%
in number of total loans and in amounts guaranteed since 2017. Loans to franchises are
made through two SBA programs:

+ 7(a). In 2019, 5BA’s 7(a) program guaranteed 51,907 business loans, of
which 6,874 loans went to franchise businesses; franchise businesses
received 13% of the total loans. The 7{g) program guaranteed $17 billion in
loans, of which franchise loans were $3.7 billion (22% of funds guaranteed).
50

* 504.In 2018, SBA’'s 504 program guaranteed 6,099 business loans, of
which 621 loans were to franchise businesses, approximately 10% of the
loans. The 504 program guaranteed loans worth nearly $5 billion, of which
franchise loans make up $851 milion (17% of funds guaranteed).”

Chart 2: Proportion of 7{a) and 504 Loans Made to Franchises by Fiscal Year®

Proportion of 7a and 504 Loans Made to Franchises by Fiscal Year
(Based on Number of Individual Loans)

% of Loans

010 2011 2012 2013 2014 2015 2016 07 2018 2019
FiscalYear
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Chart 3: Proportion of 7(a) and 504 Guaranteed Loan Funds Made to Franchises by

Fiscal Year™
Proportion of 7a and 504 Guaranteed Loan Dollars
Made to Franchises by Fiscal Year
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For decades, advocates and some franchise owners asserted that poor oversight of the
SBA loan guarantee programs enabled failure and deceptive practices.™ From 2003 to
2012, more than one in four loans - 28% - to franchises guaranteed by the 7(a) program
defaulted,” which required that the SBA compensate lenders with $1.5 billion for failed
loans.” Failed loans occur after the lender liquidates collateral, seizing the borower's
assets, home, land, and retirerment accounts.™ Charts 4 and 5 are Bloomberg and Wall
Street Jounal analyses finding high failure rates for well-known franchise brands.”
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Chart 4: Some Franchise Brands Experience High Defaults. 1991-2010 (Bloomberg Analysis)™

Franchise Loans

Loans made to franchises with charges-off rates of greater than 30 percent, 19912010

Gaa 51

Chart 5: Top Franchise Defaulters Fiscal Years 2004-2013 (Wall Street Journal Analysis)™

Top Franchise Defaulters

Chains whose franchisees had the highest fallure rates on SBA loans from
2004 through 2013°

Company Default rate [t
Flanet Beach I 1 5105
Huntington Leaming Centers [T =1.1% 578
Quiznos _ 296% 3344
Cold Stone Creamery I - 341
Aameo Transmissions [ E¥XS 363
Curves International I 367
Ciel's Plzza [ LS $73
Miruteman Press I 0 3% $26
Syivian Learning I 46
Cartridge Workd T 75 $22

“Limited t0 thains whose franchisees teok out & total of 100 or more loaes
Source: An dnaheiis of U5, Small Besiness Administration dota. The Wall Street Journal
Fviewed all SEA Ta) ans to fraschisees issued from lanuary 2004 through December 2013,
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Chart ?: Leans Issued to Selected Franchises (Cortez Masto Staff Analysis, February
2020)"

Total Number of Loans Issued to High-Default Franchises, FY2010-2017
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Chart 7: Dollars Charged off by Selected Franchises (Cortez Masto Staff Analysis) ™

Dollars Charged Off by Selected Franchises, FY2010-2019
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Chart 8: Charge-off Rates of Selected Franchises (Cortez Masto Staff Analysis)

Charge-off Percentage of SBA-Backed Loans to Selected
Franchises, FY2010-2017
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Chart 9: Data on 5BA Loans to Selected Franchises — FY 2000-2020 (Cortez Masto Staff
Analysis, February 2021)
Source: Analysis of SBA Laan Dota mode public by the FOUA (https./) sho sba/open-

Franchise Loans Loans % Amount Amount %
Guaranteed | Charged Off | Charged Guaranteed | charged off | Charged Off
Off [millions of {millions of
dollars) dollars)
Complate 63 9 14% $5.22 33 57%
Dickey's 269 55 20% $45.91 $14.99 32%
pnBGIbBCLB
Experimac/ T4 35 47% 8747 $4.04 66%
Exper o
Quiznos 2133 637 30% $248.01 364.47 26%
Curves | 409 82 20% $00.88 $9.79 >
Huntington 177 84 36% $26.96 $12.10 45%
Learning
Center
Meineke 356 102 28% $65.24 $20.03 32%
“Experimac does not pre-date 2016

The Small Business Administration Received Decades of Wamings

For decades, the SBA's Office of Inspector General (SBA OIG), the Government
Accounting Office (GAQ), and independent researchers published reports raising concermns
about SBA guarantees of loans to poorly performing franchise owners. Below are some
notable reports:

« The SBA OIG noted difficulties with franchise lending in its Report on the Most
Serious Management and Performance Challenges Facing the Small Business
Administration in Fiscal Year 2020.” The SBA OIG wrote, "SBA continued to
guarantee loans to high-risk franchises and industries without monitoring risks, and
where necessary, implementing controls to mitigate those risks."” It also identified
lender noncompliance, and found that lenders had failed to provide documentation
to support reguirements that borrowers had met requirements related to eligibility,
repayment ability, size standards, franchise agreements, business valuations,
appraisals, equity injection, and debt refinance.™

+ In 2013, the Government Accountability Office released a report (GAO-13-759) that
showed during the previous 10 years, “SBA guaranteed franchise loans under its
7(a) program totaling around $10.6 billion. SBA made guaranteed payments on
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approximately 28 percent of these franchise loans, representing about $1.5
billion.™” Lenders receive govemment payment after the borrower's collateral is
seized. Four lenders originated most of the failing loans. The GAO report found that,
over a dozen years, more than 40% of buyers of a single franchise defaulted on the
loans that the SBA guaranteed, costing $11 million in guarantees.™

= A 2013 SBA OIG report reviewed loans for the franchises Planet Beach, Petland,
and Cold Stone Creamery and found default rates above 46%, resulting in $39
million in guarantees paid.”

+ In2011, the SBA CIG published a report finding inflated gross revenue projections
in loans made to Huntington Learning Center franchise owners.™ The OIG found
that the lender used inflated numbers to get the SBA guarantes for the bank. The
OIG recommended the SBA seek recovery of the loan guarantees, less any
recoveries, paid in connection with the 10 defaulted loans that cost the SBA more
than $2 million.™

+ A 2013 GAD report found borrowers in the Patriot Express program, an SBA
program meant to facilitate loans to veteran-owned businesses, had high failure
rates.” Defaults cost $31 million in total, with a default rate consistently exceeding
other SBA programs.™ Default rates were so high that SBA did not renew the
program when it expired in December 2013,

Iv. Case Studies

This section considers franchise models that work for franchise owners as well as those
that are problematic.”

Franchise Models That Work

The restaurant industry is generally riskier than cthers. When operated from the top with
the franchisee’s best interest in mind, the franchise model can successfully mitigate that
risk for a small business owner. Popeye's is a positive example of how a franchising
corporation can be successful both for the franchisees and for the shareholders. In 2007,
the company had a leadership change following a series of struggles. The former CEQ,
Cheryl Bachelder, brought a values overhaul to the company.™ Her methods focused on
putting the franchisees’ interests first and including them in discussions regarding
arvertising and fees. The company's corporate management tracked restaurant-level
productivity closely, and bottom-up growth followed. A Harvard Business Review article
reports a growth in revenues from $154 million to $259 million in the four years from 2011
to 2015.' That growth included an increase from $24 to $44 milion in net profits to the
corporation, while the rest of the growth went to franchisees.™ Evidence for Popeye's
recent success can be found in the results of the 7(a) and 504 loans the company's
franchises have received. Since Fiscal Year 2010, Popeye's franchisees have received
seventy 7(a) loans and forty 504 loans. As of the end of the 2019 fiscal year, sixty loans
had been paid back in full, and zero have defaulted.™
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Dunkin' is another example of a business mode! that successfully mitigates the
franchisee's risk. Dunkin’s franchisees have received 147 SBA-backed loans since Fiscal
Year 2010, and not one has defaulted.” Entraprensur ranked the company number one
on its 2020 Franchise 500 list, a spot it eamed based on its national brand name
recognition, effective marketing, high expected earnings, reasonable fees, and the wide
array of support offered by the franchisor.* The company has demonstrated remarkably
fast growth over the past ten years and, unlike other franchises, all of its locations are
owned by franchisees.™

Qutside of the restaurant business, FASTSIGNS has gained a notable reputation as a
supportive and highly successful franchisor. Of the 167 SBA loans its franchisees have
received since Fiscal Year 2010, only one has defaulted; 35 have been paid back in full. *
In fact, Franchise Business Aeview has listed FASTSIGNS as a top 200 franchise every
year since 2006." In addition, Entrepreneuirranks FASTSIGNS number one in the world in
its category and 55" overall. ¥ FASTSIGNS' success is partially because the company
allows individual owners to make decisions about their own business. For example,
franchisees have the freedom to set their businesses' hours, and they face very low
minimum staffing and inventory requirements.® FASTSIGNS CEQ, Catherine Monson, is
well known for measuring the importance of franchisee profitability as the long-term key to
growth in the compary.

Franchise Models with a History of Owner Complaints

5 )

Burgerim is a fast casual restaurant that has grown quickly in a few years, from only cne
franchised location in 2016 to at least 1,550 licenses sold by the end of 2019.* Over that
period, Burgerim raised at least $57.7 million in franchise fees.” Yet, as reported in
Restaurant Business, many Burgerim franchisees are already facing financial ruin.” In

2019, Burgerim announced that it was considering bankruptcy and had hired a new CEOQ,
a chief restructuring officer, and a bankruptcy lawyer. The founding CEC fled the country.”

The Maryland Attorney General and Securities Commissioner issued a Stop Order against
Burgerim and suspended franchise registration in Maryland on the grounds that the FDD
failed to disclose the company was going through bankruptcy. ™ Within a month, the state
of Washington also revoked Burgerim's right to sell franchises.™ The company's franchise
registrations expired in Virginia and Maryland and were not renewed." In February 2021,
the state of California fined Burgerim executives nearty $4 million dollars for concealing the
number of cancellations and refunds, mismanaging franchisees’ initial franchise fees,
bouncing refund checks, and abandoning its franchise obligations."™ The SBA guaranteed
$38 million loans to 119 Burgerim franchise owners."”

Jay Hackstaff, Reno, Nevada: “/'ve been in the restaurant business for 21 years. ['ve
never seen a busingss so unorganized... what you are seeing in the news, it's 1,000 times
worse. There are all these things Burgerim is supposed to do that are clearly stated in the
franchise agreement but they are not doing them. ™
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Complete Nutrtion

In March 2019, Complete Nutrition, a franchise that provides nutrition and health
supplements and cther related products, told its franchise owners it would no longer
provide any franchise services.™ Individual stores had the option to become independent,
but they were required to pay as much as $10,000 to do so. Altemnatively, the stores could
remain part of the franchise and follow all previous franchisee requirements, including
paying monthly royalties based on gross sales, and meeting certain higher sales quotas of
specific Gom'giete Mutrition products while competing with Complete Mutrition Corporate’s
onling sales."

Prior to that decision, Complete Nutrition had made major changes to its franchise model
that franchise owners said were harmful."™ According to the franchise owners, Complete
Mutrition lowered pricing across all products, which reduced franchisees' profit margins by
30%." The franchise also required franchise owners to pay high fees if they did not make
impossible targets, such as selling certain types of products that were not readily available.
Through the shared point-of-sale system, Complete Nutrition obtained email contact
information for the customers of its franchise owners and began marketing to all
customers, sending them special discount offers coupled with free mail delivery. Stores
were unable to compete with Complete Nutrition’s online business, because the online
offers were lower than what the franchise owners paid wholesale and thus price matching
would cause franchise owners to lose money. In the end, these promotions reduced
income to the franchise owners who operated the store locations.

In April 2019, Complete Mutrition franchise owners allege, the corporation eliminated
franchise owners' access to the point-of-sale system, removed franchise owners' locations
from its website, and sent an email to the customers telling them that their retail locations
had been sold and that customers should order online. A few days later, Complete
Nutrition sent an apology email to all the customers of its stores saying the email was sent
in error, but damage to the franchised stores had been done."™

According to data provided by the Small Business Administration, the agency guaranteed
more than $17 million in loans to 67 Complete Mutrition franchise owners. At least 12%
percent of the loans have been charged off, which cost SBA $574,657."" The most recent
data from SBA on late payments (as of March 31, 2019) reports that 45% of Complete
Mutrition loans are not current.'” And this was before they cut off franchise services.

Michael Hataway, Reno, Nevada: “They canceled our membership loyally program
{replacing it with & FREE program) which was an average of $3,.500 per monih in sales for
my store, that's $40,000 per year...I'm shutting my store down at the end of this month.
t's just not worth the fight anymore and I've lost so much money """
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Dickey's Barbecue Pit

Restavrant Business reports that Dickey's Barbecue Pit franchises are closing at an
alarming rate."” According to the Dickey's Barbecue Pit Franchise Disclosure Document
(FOD) dated September 4, 2018, for the fiscal year ending May 31, 2018, the brand
opened 72 new franchised units, but had 89 terminations and 24 ceased operations, for a
net store loss of 41 units. An additional 44 units transferred to new owners.""” Dickey's
ended the fiscal year with 521 units. In comparison, the previous fiscal year showed 88
units opened, 70 ceased operations, and 67 transferred.'" Dickey's store performance
has only gotten worse; in fiscal years 2019 and 2020, Dickey's opened 80 and 30 stores
respectively, but ended May 31, 2020 with only 466 units.'”

Some franchise owners allege that some of the loan failures may be due to Dickey's
Barbecue Pit leadership providing misleading and inaccurate information to potential
franchise owners, resulting in failed businesses and bankruptey. " Some franchise owners
allege that Dickey's Barbecue was telling franchise owners to expect revenue of up to
$80,000 per month, but most stores eamed much less." In addition, new menu boards,
errors with gift cards, and costly promotions decreased profitability for franchise owners.
Franchise owners contend that Dickey’s leadership lied about reasons that stores are
available for sale."*

The 2019 Pit Owners' Association Franchisee Satisfaction Survey reported that 75% of
current Dickey's franchise owners say the franchise agreement they signed is not fair, 85%
said they would not invest in a Dickey's again, and 61% are considering closing their
store.'" At the end of 2019, the SBA guaranteed 255 loans to Dickey's Barbecue
franchise owners for mare than $72 million, of which 41 (nearly $11 million) were charged
off, The most recent data from SBA on late payments (as of March 31, 2019) finds that
28% of Dickey's Barbecue Pit loans are not current.”™

Amin Abdelkarim, Dickey's BBQ, Texas: Amin is an immigrant from Egypt who worked
double shifts at the Dallas Fort Worth International Airport and saved enough money to
invest in & business. He purchased a Dickey's Barbecue Pit franchise. He was given the
FDD, as well as a spreadsheet showing

esm'n_aared startup costs, and was
ooty g it Sy Krar “ few weeks, | will find
estimates Q"I.—B"? were grossly incorrect, myself, my disabled wife,

and all his startup capital was spent and my 89-year old mother
getting the business opan. He opened in law in the street, with
his business in August 2018, but one no house, no car,,,
month after apening, he had no money. and no money.

He could not pay his SBA loan, and

feared he would lose his home, rendering

His family homeless. Dickey's remindied him of the 80-month Fquidated damages clause in
his contract. His other aption was to sell his business to a buyer Dickey's found, for
pennies on the dollar. Either way, he knew his SBA loan was going it defaulf, and he was
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going o lose all his assets. At one point he said, “In a few weeks, | will find myself, my
disabled wife, and my 89-year old mother in law in the street, with no house, no car, and
no money. ™'

Anonymous Dickey's BBQ owner, Southwest United States: 7/ fee/ Dickey's is using
franchise owners and their money to sell direct to supermarkets and develop a software
comgany. Their recent actions show no care for owners' income, just increasing the
corporation’s share of revenue by auto shipping and billing for progucts they know won't
sell and also charging owners above retail price and receiving the rebates on owners’
forced purchases. Dickey's has already placed product for sale direct o consumer in
Walmarts across the country directly competing with the local restaurant and seling direct
at less than what they charge owners. ™

Experimac/Expernmax

Experimax sells and repairs previcusly used Apple brand computers, tablets, and phones.
In response to a lawsuit from Apple, Experimac legally changed its name to Experimax due
to a legal complaint with Apple that some franchise owners say was not disclosed.™ A
number of these franchise owners = including six who filed complaints with the Federal
Trade Commission - state that the estimated revenue projections provided by Experimax
specifically to obtain SBA loans were inflated and that they never eamed the revenue
reported as typical. ™ Some franchise owners say they were coached on how to “fudge
numbers” to obtain an SBA guaranteed loan. They also contend they were not provided
the training, services, and supply chain of quality goods promised and for which they paid.
Experimax required unusually high initial payments of $48,500 per franchise owner,™
Experimax franchisees allege that the company also required franchise owners to spend
$130,000 to design the store and buy supplies at inflated prices."™

Between January 2016 and December 2019, SBA guaranteed 80 loans to Experimac
franchise owners. Most of the loans - 86% — were made by one bank. At the end of 2019,
26 of the B0 loans (33%) had been charged off. In addition, 8 loans were not current but
not yet charged off."” Despite these high default rates, the franchisor was still falsely
promising potential franchise owners that there were “locations in our Million Dollar
Club”,"™ Experimax’s current FDD shows the highest volume franchised location with
revenue of $822 375, with an average unit doing $410,639."

Jeff and Gina Siepierski, New York: " We have sacrificed our careers in order to invest
into the Experimacy/x brand. In addition, we have invested every cent of our $103,000
savings of stocks, have taken on an additional $90,000 in personal credit card debf,
signed as personal guarantors to over $300,000 in business. Now in year 5, when
compared to the inflated profections provided to secure our SBA loan, our Experimacyx
store has a (§1, 145,000) shortfall (30%] at the end of 2020 despite being one of the top
3 stores in the company. "™
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Mark Shor, Henderson, Nevada: He retired from his [T job at a New York State university
and bought an Experimac franchise outside of Las Vegas in order fo be closer fo his
brother. He was hopefi that it would be an enjoyable job for his retirernent and allow his
S0 to take over the business. “The franchisor directed me to a loan broker that helped me
apply for and obtain an SBA 7(a) loan. The loan broker provided a projection spreadshest
that showed nearly $700,000 in revenue for the first year, $895,400 the second year,” he
said, Shor never earned anywhere close to such projected revenug. He plans to close his
store soon. He and his son were the only employees, and they may end up defaulting on
the loan greatly reducing the funds he set aside for his refirement. ™

Subway

Numerous journalists have reported that Subway sandwich shop franchise owners across
the nation are struggling to survive, with what franchise owners say are heavily discounted
promotional offers and corporate decisions that undermine the franchise owners'
survival,"™ Some franchise owners allege that franchisees have little say in the vendors that
are chosen or the way prices of goods are set, nor can the franchise owner use its leased
premises for another purpose.' Franchise owners have accused Subway of using minor
infractions to “steal” the stores from franchisees through a rigged inspection and
arbitration system."™ Franchise owners also allege Subway allowed stores to open within
blocks of existing locations or forced franchise owners to open additional stores nearby, a
practice Business Insider referred to as “cannibalizing businesses.""*More than 75
Subway franchise owners submitted comments to the FTC raising a variety of business
practices they consider unfair, such as demand for renovations and new programs, costly
rebates, and changes to the operations manual.™

Subway franchise owners also allege that a Business Development Agent (BDA) in the
western region misused his power to force and deny store sales.™ Usually the BDA's
duties include franchise sales, site location assistance, training, and operational
assistance. However, as reported in the Mew York Times and in litigation, the BDA earns
more money - a 2.5% increase in the franchisee’s monthly fee — and can take non-
performing stores for infractions such as choppy vegetables, “dirty mop sink”, "card reader
not fastened to the counter”, being “out of product™ when Subway controls product
delivery, or other violations found by “hit men” inspectors." One Nevada franchise owner
alleges that such an inspector “sabotaged a bag of meatballs by puncturing the storage
bag with a thermometer and then waiting until the temperature went up to record the
temperature of the meatballs.”™™ Others report similar *hit jobs™ designed to report the
franchise owner as non-compliant. Franchise owners report baing forced into long
arbitration processes where they are unable to win.

Over the years, the SBA has guaranteed loans to 1,669 Subway franchise owners worth
$417 million. Of those, 191 loans for more than $16 million were charged off - at a cost of
more than $12 million to the SBA. In addition, 11% of SBA loans to Subway franchise
owners have defaulted; 76 loans are not current but have not yet defaulted.'’
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An anonymous Subway franchise owner for more than 20 years: “The $5 foot-long
sanadwich promotion which runs for three months out of the year for many years is a major
financial burdien for franchise owners. Recently Subway had a $2 meatball and $2 cold cut
combo sandwich promotion where we lost huge amounts of money. Subway never
reduced its royalty fees during these promotions. As Subway has made profit on this
promotion, the franchise owner has to pay the burden all the costs and expenses like food
cost, labor cost, ete. Subway has also saturated the market by coercing franchise owners
to gpen Subway stores too close to other stores which destroys the business of existing
stores. We have to spend maney to remodiel our stores. We have no way out. And when
you complain, they use unethical business technique by putting your store out of
compliance and force you to shut up. ™

Vishal Sharma, former Subway owner in Reno, Nevada: "/ regret ever buying this
Subway franchise. It was one of the worst decisions of my life. | had a successiul store but
the franchisor nigged the nules to force me out of business and | lost everything. | am stif
fighting this battie in court on my own, this has drained all my funds, but | am doing my
best to fight this injustice. ™

Curves

Curves gym for women was a fast-growing franchise that had more than 10,000 locations
in the U.S; today, as of April 30, 2020, only 284 remain in operation.' Franchisees went
to court in two separate cases against new owners, who allegedly stripped wealth out of
franchisees’ businesses.'* Franchise owners claimed that Curves misrepresented
information relevant to their decision to enter franchise agreements and that the brand later
violated those agreements. In 2017, a Texas jury returned a unanimous verdict in favor of
52 qualifying Curves franchise owners, awarding them 80% of their net operating losses,
totaling approximately $1.5 million.' Curves appealed the decision to the United States
Court of Appeals for the Fifth Circuit. The parties ultimately settled while the case was on
appeal."™

In February of 2020, 32 former Curves franchise owners sued the investors who
purchased the Curves company. The franchise owners alleged that a 2012 study by the
investors’ consultants reported an expected 15% failure rate; the study was not shared
with the franchise owners.' Instead of making changes, the new owners sought to
increase their profits by increasing royalties and selling products to franchise owners.

Megan Edwards, California: "Less than 24 months after buying the Curves franchise, |
was in financial ruin. Al of this occurred as | struggled to successiully manage the
franchise and meet never-ending corporate purchasing demands and haphazard roffouts.
At no point were we ever able to show a legitimate profit that included a true owner draw
or that wasn't used fo reimburse money already ‘spent out of pocket. " On August 31,
2014 the Club was shuttered, 2 142 years info the 5 year Franchise Agreement. The lack
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of honesty, transparency, respectiul commurication and misleading fanchising
agreements, devasiated us and other franchise owners. My savings were deplefed. | was
forced to sall my house and ! took out a title loan on my vehicle; and I'm in litigation with
several creditors. | don't have the money to visit my 93-year-old mother in Canada. ™

7-Eleven

Franchise owners of this large convenience store chain have reported pressure to sign
unfair agreements that allow the company to exert pervasive control over its owners both
financially and operationally. " They say these contracts have taken away much of the
control over day-to-day operations from franchise owners, including staff work
assignments; owners give as much as a marginal rate of 59% of all gross profits directly to
the corporation despite declining store gross profit. In 2018, 7-Eleven required a large
number of franchise owners to sign new contracts as part of their renewal option.
Franchisees report that this new contract was sigrificantly different from the previous
contract and included a $50,000 franchise renewal fee, and required franchisees to pay
100% of liability insurance for property and equipment, even though that equipment was
not owned by franchisees. The contract also included a more regressive profit-sharing
model that franchisees allege heavily favors the corporation, one-sided legal fees,
mandatory and often overpriced vendors, and mandated operation hours (including
Christmas Day). Some owners say that closing during the night would actually be safer for
their staff and the community, but they are not allowed to make that decision."™

Gasoline pricing has been another point of contention. Franchisees say that retail gasoling
prices are set by the corporation, and franchisees receive an exceedingly small fixed
commission based on the number of gallons sold. Gasoline pricing is often set higher than
the competition, which tends to reduce the number of gallons sold. Gasoline acts as a loss
leader for franchisees and can fail to cover the cost of gas operations.”™' The fresh food
and hot foods that 7-Eleven offers also yield a lower net profit due to a high amount of
waste when food expires before it can sell. Food items also add increased labor costs.
Franchise owners allege that the financial impacts of these fixed prices for gas and fresh or
hot foods are not disclosed in the FDD.™

Press reports, including from the Mew York Times and Bloomberg, have also highlighted
that 7-Eleven's franchise agreement allows the corporation to take back stores if franchise
owners violate immigration law." Some franchise owners believe that the comparny may
have used Immigration and Customs Enforcement (ICE) to target specific franchisees and
take away ownership of profitable stores, and as a result, they are suspicious of
immigration officers issuing inspection notices and arresting undocumented immigrants at
stores.'™ A significant majority of 7-Eleven franchisees are immigrants or minorities who
invested their life's savings or borrowed money, often at high interest rates, in pursuit of
the “American Dream.” Many of these franchisees started with very little, they and their
families often work long hours with little or no time off to build the business. At one time,
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franchisees felt like the Independent Contractors the 7-Eleven agreement claims them to
be, allowing them the latitude to make decisions to ensure their financial success, but
many say that is no longer the case.

Furthermore, franchise owners contend that the corporation requires franchise owners to
sign one-sided legal provisions in the event of legal disputes between the corporation and
franchise owners. These provisions force franchisees to pay 7-Eleven's court fees even if
they win, give up their right to a jury trial, and subject them to Texas' governing laws
regardless of where they operate, depriving them of the benefits of their home state laws
and court systems. "

Anonymous, Southwest United States: “We do not have the support we need to
financially succeed. Investing in a 7-Eleven is not a good decision. (The company] does not
get the lowest cost of goods from its vendor partners, nor does it have the franchisee’s
best interest at heart. ™™

Huntington Leaming Centers

The Huntington Learning Genter franchises provide scholastic tutering. In 2011, an SBA
Office of Inspector General report found that when Banco Popular originated Huntington
Learning Centers (HLC) franchise loans, the bank did not adequately assess borrower
repayment ability."" Instead, the lender approved the loans based on inflated gross
revenue projections submitted by loan brokers in SBA loan applications.™ According to
one Connecticut franchise owner, HLC's loan consultant steered him towards Banco
Popular and provided first-year revenue projections totaling just over $500,000, which
allowed him to receive a $300,000 loan.™ As the franchise owner's business started to
fail, he wondered why he was so short of the projections he'd been given. He found other
franchise owners opening at the same time were also far short of their projections. Then,
he found out that actual first-year revenue for a typical HLG was really $249,000, less than
half his given projection. "According to what he learned, a mature location had average
revenue in the low $400,000s. " He believes that his loan was reversed-engineered with
false information to qualify for the $300,000 SBA loan."' To qualify for a guarantee from
SBA for a $300,000 loan, the franchise owner would need a revenue estimate of more
than $500,000. HLC collected a $60,000 franchise fee. Some franchise owners filed for
bankruptcy.

Commenter to the FTC, Connecticut: “Ulist imagine you receiving a phone call out of the
bilue from someone you've never met and being asked how much money you
make....NJOT ONE franchisee told me the truth. NOT ONE. Why? First, because they
weren't going to tell a compiete stranger their income. Second, because they didn't know
il was a fake call from the franchisor testing them to see if they were bad mouthing the
system and ‘denigrating the mark' - which is a major default in the franchisors eyes. ™
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Quizrios

In 2008, there were nearly 5,000 Quiznos franchise restaurants, but as of the end of 2018,
only 306 stores survived. ™ Since 2000, Quiznos has been the target of at least five class
action lawsuits filed by franchise owners."™ Quiznos owners complained for years about
the company charging too much money, not just for ingredients but also for any other item
the restaurants needed. In court, Quiznos admitted that it sold franchises to entrepreneurs
who had “little or no relevant experience,” which often led to restaurant failures that
harmed the brand and the rest of the chain."™ Additionally, Quiznos contracts required
franchise owners to pay 7% in royalty fees and another 4% for advertising — rates higher
than the industry average of 6% in royalty fees and 2% for marketing." After filing for
Chapter 11 bankruptey, Quiznos began lowering the costs of ingredients."™”

Bhupinder Baber owned two Quiznos franchises in 2006: M. Baber committed suicide
in his store, despondent over his future. In the note he left behing, he wrots, “Somecne
must do something about what Quiznos is doing fo the trapped franchise owners...!
deeply regret getting into Cuiznos. | wish | had never heard of them, ™

Massage Envy

When the Federal Trade Commission requested comments on its Franchise Rule,
Massage Envy franchise owners submitted the most comments. The nearly four dozen
Massage Envy commenters — and others who did not comment to the FTC but spoke to
Senator Cortez Masto's staff — allege that mismanagement of a new point-of-sale
system, problems with gift cards and holiday promotions, required sales of inferior skin
care and other products that do not sell, overpriced goods including liability insurance and
technology systermns, and unrealistic revenue projections have been financially damaging to
their businesses. Massage Envy corporate leaders were the only corporate leaders of any
of the named franchise corporations to respond to the request to speak with Senator
Cortez Masto staff. The company alleges that most franchise owners are doing well and
have no complaints with how the franchise operates; they also sent a letter signed by an
affiliated franchise owners’ advisory board that supported franchise leadership.'™

Founded in 2002, the Massage Envy franchise has more than 1,100 locations employing
35,000 individuals."™ While the company was initially ranked as one of the best
investments by sources such as Forbes and Entrepraneurand long-time franchise owners
were happy with the brand'”, however, when the company sold to a new investment
corporation, some franchise owners reported a dramatic loss in revenue. Massage Envy
franchise owners told the FTC about a litany of problems they allege harmed their ability to
be profitable. These include requirements to purchase overpriced and inadequate liability
insurance from brokers affiliated with Massage Envy."™ One owner reported paying three
times as much for coverage as she could have gotten at a different insurer,'™ Franchise
owners also report being overcharged on design "help”; marketing costs; unwanted and
poor quality creams, lotions, sunscreens, and massage machines; and technology
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systems. Some franchise owners allege that changes to Massage Envy's Operations
Manual severely impacted business owners and their ability to succeed by reguiring
additional payments for a variety of reasons from the franchise owner to the corporation.'™
They report being forced to comply with these requirements at the risk of losing their
ownership of stores.™

Anonymous, Southern Franchise: */ purchased fmy two locations] in 2015 as high-
performing clinics. When the brand sold to a new owner, profits moved from the owner fo
the corporationf They have rolled out new services, one after another, with zero
accountabilty for their success or falre. Each is designed to be a revenue stream for
[Massage Envy Corporate], regardliess if it is for us fand almost all have failed). When a new
service/proglict doesn't sell, they then create a national promotion that requires us to give
it away. Massage Envy required we relinguish our individually-owned internet accounts
which averaged $100/month and use their third party vendor, hardware and point-of-
senvice program which is more than §1,200/month. The vendor provides inferior service
incluaing inaccurate reporting and billing and poor response time.”

V.  Four Factors Leading to Franchise Failures

While some may argue that no one makes someone buy a franchise and that franchise
owners bear the responsibility to avoid problematic brands, it can be difficult for
franchisees to avoid companies that might treat franchise owners unfairly. '™ Companies
also change; they may go public or be bought by private equity. With ownership and
leadership changes, profitable brands can become problematic. Federal and state
governments have laws prohibiting unfair, deceptive, and fraudulent practices to ensure
people entering business contracts receive fair treatment. Franchise owners who feel they
hawve been treated unfairly have the option to hire an attorney and participate in arbitration
or litigation — and some do — but too many lack the funds to do so after spending savings
to rescue their businesses and avoid bankruptcy.

This section highlights four factors in franchise relationships that may lead to failure for the
franchise owners — no matter how hard they work or how closely they follow the franchise
plan. Some of these problems are due to contract terms within the FOD, which some
franchise investors do not realize is not a government-approved and vetted document. The
four factors include:

Unfair contracts and agreements.

Inaccurate financials.

Overpriced or missing services.

Requirements to buy from preferred vendors and resulting kickbacks.

L L I
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Unfair Franchise Agreements Allow Franchise Corporations to Retain Excessive Control

Franchise corporations market the franchise as a way to "own your own business.” Yet
franchise contracts may give nearly all power to the franchise corporation. Clearly,
franchise corporations must be able to set a certain standard of performance in order to
maintain the brand's consistency and quality; they would not want customers to walk into
a hamburger restaurant and find bicycle repair services. However, some franchise
corporations may use contract provisions in ways that are abusive or deceitful. These
contracts make it impossibie for franchise owners to sunvive and to pay fair wages and
benefits to workers.'”

Franchise agreements that include the following elements are fraught with risk for franchise
owners:

1. Preventing franchise owners from forming associations. Associations allow
franchise owners to collaborate and share information that could make their stores and
the franchise brand stronger. Yet some franchisors discourage these associations,
even going so far as to retaliate against franchisees who join them. For example, the
CEO of Dickey's Barbecue described franchisees who shared their concems and
participated in an independent association as having “loud, negative voices ... with
fierce hatred ... and being cynical, envious."™

2. Banning free speech. Franchise corporations sometimes include language requiring
non-disparagement and non-disclosure requirements. While disgruntled franchise
owners could cause problems for a brand, this language prevents future investors
from learning the truth about an investment while doing their due diligence. Some
franchise corporations, in lieu of providing financial data, provide prospective owners
with a list of other franchise owners to contact. But contracts with non-disparagement
clauses may inhibit franchise owners from speaking honestly about their business,
even to potential new owners. Current franchise owners may not tell the prospective
franchise owner the truth, either because they fear legal action or thay just do not feel
comfortable sharing how much they earn. In one instance, a prospective Huntington
Learning Center franchise owner reported calling every franchise owner on the list
provided by the franchise and receiving assurances that the profits he was provided
were accurate.'™ After buying the franchise, he learned that the other franchise owners
had lied to him, including one who was actively in bankruptcy; none feit able to tell him
the truth because their contracts contained non-disclosure/disparagement clauses.™

3. Requiring mandatory arbitration clauses. Mandatory arbitration clauses can prevent
franchisees from getting their day in court. Arbitration gives franchise corporations a
home-field advantage, which is very difficult for a franchise owner to overcome. A
1998 Fortune article highlighted Subway's particularly egregious practices around
mandatory arbitration of disputes.™ More than twenty years later, arbitration remains a
pervasive problem for Subway franchise owners. In 2017, Subway tock 955 actions
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against franchise owners including 702 against U.S. franchise owners; in 2018,
Subway initiated 718 arbitration actions against franchise owners.' In contrast, there
was one arbitration action by McDonald's, two by Dunkin’, and none by Pizza Hut,
Burger King or Wendy's."

Including clauses allowing for changes to rules. Franchise agreements often
include language permitting the franchise corporation to change rules at any time and
for any reason. These rule changes typically occur in the Operations Manual; franchise
contracts require franchise owners to follow the most recent Operations Manual. An
Operations Manual change may be needed, as when Burger King introduces a new
sandwich and franchise owners need to offer it. But some franchisors have used it in
far-reaching ways, such as requiring new store remodeling policies or imposing limits
on the sale of franchises.™ When a new owner took over the Curves women's gym
corporation, franchise owners were forced to sell food and clothes and buy new,
overpriced, and unnecessary equipment. They were also required to permit reciprocal
memberships that allowed a client to join a lower-cost gym but have access to a
higher-cost one."™

. Requiring franchise owners to stay open hours that are not appropriate for them.

Some contracts require franchise owners to provide services at late hours that are not
profitable, and in some cases, not safe for the community. When corporations require
stores to be open late at night or all night, provide breakfast service, or stay open on
holidays, they undercut the ability of franchise owners to own and control their
businesses. Franchise owners operating 7-Eleven are obligated to be open 7 days a
week, 24 hours a day, 365 days a year, including Christmas Day."™ This policy was
implemented through clauses requiring compliance with the Operations Manual, which
in effect changed the terms of the original contracts. In another example of the risks of
these clauses, during the coronavirus pandemic, franchise owners that closed or
limited hours due to government-ordered shutdowns were told they were in violation
of their contracts and would be registered as non-compliant unless they agreed to
contractual changes or signed releases.™

. Requiring franchise owners to accept unprofitable prices and promotions. Some

promotions - Subway's $5 foot longs or $2.99 6" subs, Burger King's $6 box, or
various franchises’ $1 menu items - cost franchise owners money. Franchise owners
do not want to be forced to offer food that costs more to make and serve than they
earn or to accept gift cards that provide them no revenue. For example, Dickey's
Barbecue Pit offered gift cards that were not functional; the card always appeared to
have money available even when it had been spent, and so the franchise owner
received no payments on these gift cards."™ Conflicts over promotional pricing that
increases revenue but reduces profit is common in the franchise industry, because
most franchisors make their money based on a percentage of the sales revenue, even
when franchise owners are left with little or no bottom-line profit.™ These deep
discounts drive low wages in the industry and limit philanthropic community support.
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In fact, franchisors often calculate break-even points based on the revenue required to
hire employees at the minimum-wage.™

7. Allowing corporations to easily seize franchise stores. Franchise owners have
complained that Subway's business practices allowed regional store owners to seize
their stores.™ At Subway, the regional Business Development Agents (EDA) are
responsible for inspections of the stores in their territory. Inspectors or Field
Consultants sent by BDAs would write up stores for violations. Multiple viclations
reported by a single Field Consultant can put a restaurant into termination in a few
months, with no one confirming that Field Consultant’s work. If the restaurant is
terminated, the franchise owner is often given a short timespan to sell the franchise.
However, the BDA must also approve any buyer. If no buyer is found or approved, the
BDA can then buy that restaurant, often at a discounted rate. This creates a system
that has great potential for a conflict of interest and corruption. In another example, 7-
Eleven franchise owners believed that the corporation was working with federal
immigration agents to request raids as a tool to seize stores from owners,™

8. Limiting store sales. Some franchise agreements require a franchise owner to walk
away at the end of the contract term with no payment for their decades of work
building up a franchisebrand. Franchise owners should be able to receive some equity
from their investment —also referred to as monetized equity. Other franchisors refuse
to easily approve sales from one franchise owner to another. In one instance, a
franchise ownerof a restaurant in California needed to sell her store to take care of her
dying child. Shealleged that the regional Development Agent (DA) refused to approve
the owners she recruited, instead dragging out the process as she continued to lose
maoney. Finally, after months without agreement on buyers, the DA bought the store
himseif at a price lower than those of previous interested buyers. The time delay
resulted in her losing her family’s home, where she had memories of her now-
deceased daughter.'™ In addition, some franchise contracts include non-compete
requirements that make it more difficult for a franchise owner to start a new business
in their area of expertise.

Missing or Misleading Financial Disclosures

When selling a franchise to an investor, a franchise corporation has the obligation, if
financial representation information is provided, to include historical financial performance,
without any false, misleading, or unsupported information. Prospective franchise owners
rely heavly on these representations in the FOD when choosing whether to invest in a
business. Franchisors and their trade association, the International Franchise Association,
often claim that owners fail to do their due diligence in carefully studying the FOD. Yet the
FDD can be hundreds of pages and written in an unclear or unbalanced way. Item 19 of
the FOD, where the franchisor can make claims about the income, sales or earmnings of its
stores, is not required, and even when it is present, it can omit critical data.™ Franchise
owners can be discouraged from spending money on an independent attomey to review
the contract; they are often told by corporations not to waste their money on such review
because the investment is vetted by the federal government-a false assertion.™
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A 2013 Government Accountability Office (GAD) study found that franchisors often leave
financial performance data out of the FDD."™ A 2011 audit conducted by the SBA Office of
the Inspector General found that when franchisors did include revenue projections, they
could be significantly higher than historical actuals."” The FTC's website notes that
financial disclosure claims can be easily distorted to provide a rosier outlook than the
reality."™

Deception can include failing to provide information to determine how performance data
was calculated or about how many stores achieve a given level of eamnings. Reported
average income can also be skewed higher by only selecting a few high-performing
franchises. Gross sales may not reflect actual costs or profits of the average franchise.
Without an accurate financial picture, potential franchise owners are unaware of the real
costs and profits associated with a business.

Motably, lenders require accurate financial performance data to determine loan type,
amount, and payment schedule, and at times, they receive it directly from corporations.
Lenders have incentives to make loans that they suspect will fail because lenders make
money on the fees and collateral and are likely to get the majority of their money back
through SBA guarantees. Bank regulators do not monitor government-guaranteed loans
made by banks and other lenders. Lenders may also sell the loan to investors, as SBA
loans can be packaged and sold as government-guaranteed loans on the secondary
market. The SBA and its Office of Inspector General have been lax in holding lenders and
franchisors accountable.'™

Franchisees can be oblivious about crucial financial performance information about the
business they are investing in, even though this same information is compiled and
distributed to their lenders. As the author of a law review article put it, "One of the ironies
regarding [financial performance representations] is that even those franchisors that do not
make FPR claims in their FOD must often create and distribute those exact same numbers
to the financial institutions of prospective franchise owners seeking financing to purchase
the franchise."™ Because the franchise owners are often unaware of these numbers, the
owner cannot later determine whether false financial data was given to a financial
institution to qualify for a loan the franchise owner must repay. The franchise corporation is
generally the party with more business experience. The corporation has a duty of due care
to ensure that all relevant information, including accurate financial performance, is provided
in the Financial Disclosure Document (FOD). Moreover, franchise corporations can partially
protect themselves from being held accountable for misrepresentations by providing
inaccurate misrepresentations outside the FOD - a loophole that can cost franchise
owners dearly. If the FDD contains no financial information in ltem 19, but provides
financial information in another manner, the franchise owner is not supposed to rely on that
information in making its decision. But that is often unclear to the franchise owner, who
often receives revenue numbers from other franchise owners, salespeople, franchise
corporation-provided loan consultants, and articles or newsletters.
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Overpriced Fees and Missing Services

There is a cost to purchasing and operating a franchise. Franchise owners are required to
pay initial fees, renewal fees, advertising fees, and royalty fees. Initial franchise fees can be
as low as $15,000 or upwards of $60,000 or more. Royalty fees are typically around 4 -
5% of gross sales, but can go up to 8% or more. Advertising fees can add 1-2% for some
franchises, or up to 4.5% or more. Some franchise owners complain that they received no
follow-up assistance to set up or manage the business after the sale was concluded.™
Others report paying fees for marketing, computer, or training services that are never
provided, and certainly not reported in a transparent manner.”™

«  7-Eleven is unusual in requiring an ever-increasing gross profit split. 7-Eleven now
requires franchisees to give the corporation as much as a 59% share off the top,
even as franchise owners must absorb higher operating costs. Franchise owners
compilain that they cannot renew their contracts without accepting these higher
profit splits and other requirements related to hours and product sourcing.™ In
addition, 7-Eleven franchisees never actually own the businesses; they hold no title
to their store, even though they paid for everything.

« Burgerim franchise owners reported being asked to pay $5,000 for a loan
consultant who provided what franchisees allege was no services. Burgerim
franchise owners were also charged $50,000 per franchise location but report
receiving none of the promised assistance, training, or materials.™

+ Dickey's Barbecue Pit franchise owners complain that, over the past five years,
more than $52 million has been paid into the corporation's marketing fund by
franchise owners.™ Although the marketing fund is entirely financed by franchise
owners, Dickey's has full discretion and control over how this budget is allocated
for the purposes of advertising; the company's only real limitation in using the
marketing fund is that it is prohibited from spending the budget on its own general
operating costs or for franchise owner recruitment. However, these prohibitions can
be loosely applied. For example, expenses for an executive traveling to a region
may be charged to the marketing fund because the executive is “promating the
brand". In its agreement terms, Dickey's explicitly states that application of the
marketing fund will not be used to promote individual franchise sales specifically,
but instead to create campaigns at the national level, which may benefit franchise
sales indirectly. Because Dickey's decides where all of its advertisement projects
are publicized geographically, the company will not necessarily make expenditures
that are equivalent or propartionate to an individual franchise owner's 4% marketing
fund fee contribution. Thus, some franchise owners may receive no marketing
benefits at all; furthermore, owners have complained that most local advertising
purchased in the franchise owner's market is ineffective because it is often
organized by a promoter who is unfamiliar with the relationships between
restaurants and their local communities.™
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Requirements to Buy from Preferred Vendors and Resulting Kickbacks

Most franchises require franchise owners to receive their products from preferred vendors.
They may reguire franchise owners to build their stores with preferred architects and
contractors. While such an agreement may make sense in order to achieve a consistent
aesthetic or meet safety standards, those costs can be inflated.™ In addition, some
franchise owners complain that beverage and food companies provide rebates to the
franchise corporation, but not to the franchise owners who are paying the bills." When
franchise corporations talk to prospective franchisees, they often state that one advantage
to buying a franchise is the group purchasing power. This claim of group discounts is one
of the biggest myths in the franchise industry. These vendor rebates become nothing more
than indirect royalties to the corporation.™

» Store owners report that their required suppliers provide rebates directly to 7-
Eleven.”" Franchise owners say there is no guarantee that the cost of goods they
receive from the 7-Eleven supply chain will be lower than what they could buy at a
local big-box retailer.

« Curves gym owners reported being forced to purchase flat-screen TVs, new
exercise equipment, clothing, clothing racks, food, and other unnecessary and
overpriced materials from preferred vendors.™'

» Massage Envy franchise owners were required to sell various lotions and massage
equipment even if their clients were not interested in making such purchases.”
Massage Envy franchise owners also stated they were forced to purchase
overpriced and inadequate liability insurance.”” Other franchise owners report baing
forced to use specific architects whose services cost twice as much as a local
architect.”" Massage Envy corporate leaders dispute these allegations made by
more than a dozen franchise owners.
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VI. Solutions: Establish Fair Franchise Practices

Below are recommendations that Congress, federal agencies, state governments, and the
franchise corporations and owners themselves can follow to ensure franchise owners are
being treated fairly. These policy changes include greater disclosure, fair contracts,
stronger government oversight over federal dollars, and robust enforcement against bad
actors.

What Franchise Corporations Should Do

All of the problems detailed in this report could be fixed by the franchise corporations and
their trade association, the International Franchise Association (IFA). IFA should establish
best practices and guidelines for fair trade and marketing practices. Many of these
suggestions - for fair contracts and revenue disclasure - come from the franchise owners
themselves.” The Coalition of Franchisee Associations highlights 13 specific
recommendations, such as freedom of association, fair dealing, and right to earmn equity in
a business as well as others such as encroachment, right to price, and right to transfer a
franchise to a qualified purchaser.”” Even if Congress, state governments, or regulators fail
to act, franchise corporations and franchise owners should work together to make these
improvements. Franchise corporations should support policies that treat their franchise
owners as their critical customers. Franchises that make money on selling franchises, not
on the success of the franchise over the long term, should be exposed and sanctioned by
the franchise trade association. The sector could also mandate licensing reguirements with
annual educational requirements for franchise brokers, consultants, and salespeople. This
could be similar to the real estate industry and would include a fiduciary responsibility to
the prospective franchisee with whom they work. Franchise corporations and owners
should work together to preserve their businesses and improve their economic resiliency
for the future.

What Can Congress Do?

Franchise issues have been a long-standing concern for Congress. In the 1990s,
Congressman John LaFalce (D-NY), Chair of the House Small Business Committes,
repeatedly introduced the Federal Fair Franchising Practices Act. The bill would have
allowed a private right of actions for damages and recovery of attormeys’ fees, and it would
have permitted actions by state attomeys general. The bill would also regulate both
disclosure and the franchise relationship, address fraud, address discrimination in the sale
of franchises, and regulate termination and cancellation, purchasing reguirements, non-
competition clauses, fiduciary, good faith and due care duties, encroachment, and
mandatory arbitration. Congressman LaFalce was unable to pass it after the control of the
House changed in 1995 and he was no longer Chair of the Small Business Committee.
Then, in 1989, Representatives Howard Coble (R-NC-6) introduced the Small Business
Franchise Act of 1989 (H.R.3308). During the 114"- 116" Congresses, Representative
Keith Ellison (D-MN-5) introduced two franchise bills, the Fair Franchise Act and the Small
Business Administration (SBA) Franchise Loan Transparency Act. Senator Catherine
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Cortez Masto (D-NV) introduced a revised version of the SBA Franchise Loan
Transparency Act (S. 2383) in the 118" Congress.

In 2019, the Economic Policy Subcommittee of the Senate Committee on Banking,
Housing and Urban Affairs held a hearing on economic mobility that included a witness
who described concems with franchising.” In response to constituent complaints, and the
witness at the hearing, the Cortez Masto personal office staff began research into the
governmental role related to the franchise sector, research that resulted in this report. At a
2020, House Energy and Commerce hearing, FTC Commissioner Rohit Chopra raised
concemns about franchise practices and has continued to do so in many venues.” In
2020, numerous legislators submitted letters regarding franchising to the FTG and SBA.™"

Congress should strengthen laws to improve the franchise process from inception to the
end of the contract term and provide adequate funding for agencies charged with ensuring
fair treatment. For example, the Federal Trade Commission needs full-time staff dedicated
to providing oversight of franchise businesses. Legislation should:

1. Require Disclosure of Financial Performance Data. Many investments, such as
stocks and bonds, require that prospectuses include accurate costs and historical
performance data; franchises should be required to provide this information as well,
Congress should enact laws that require disclosure of financial performance
information by franchise brand for all SBA-guaranteed loans. The FTC should
require that all FODs include accurate and comprehensive financial performance
representation data in item 19. Franchise owners seeking an SBA loan should
receive accurate first-year and historical revenue data and store closure information,
including closures within the first 12 months. These disclosures would ensure that
franchise owners get needed information and are not misled by corporations or
salespeople providing false or skewed numbers. Congress should also require SBA
to publish loan performance data for all franchise brands. Default rates could be
published within 72 hours of learning of a default. The technology exists for lenders
to provide accurate real-time reports available to the public. Franchises with high
levels of defaults are risky for investors and the government. Timely reporting is an
investor protection. Lenders that fail to report should be disqualified from receiving
aloan guarantee. Such disclosures would result in fewer government payouts for
failed loans.

2. Provide for a Private Right of Action: The FTC currently lacks adequate
resources for a robust franchise oversight office, nor does it pricritize enforcement
of the Franchise Rule. Adding a private right of action to the Franchise Rule would
provide franchise owners the right to sue franchise corporations for Franchise Rule
violations.

3. Ensure Fair Treatment: Although federal agencies like the FTC and SBA can
require that contracts exclude problematic language and challenge unfair practices,
Congress should enact legislation that ensures fair treatment.
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These provisions include:

a. Allowing franchise owners to form associations without interference or
retaliation;

b. Prohibiting non-disparagement clauses that prohibit potential franchise
owners from leaming about the business from current franchise owners;

c. Ensuring contracts include a private right of action guaranteeing franchise
owners a day in court if problems arise;

d. Providing termination rights to franchise owners to ensure due process is
afforded to all franchise owners when exiting a contract; and

e. Providing transfer rights to ensure that franchise owners can transfer
property and monetize the equity they have earned.

What Can the Federal Trade Commission Do?

The FTC should follow up on its recent efforts to strengthen the Franchise Rule and
improve the Franchise Disclosure Document (FDD) to ensure FDDs provide accurate data
to potential franchisees in addition to reguiring maore accurate disclosure and fair treatment
in general. The FTC should:

1. Include a Summary or Overview. Provide an overview or summary on the first
page of the FDD that has the basics any franchisee should know, including
franchise financial performance, store openings, store closings, and sales and
revenue information, as well as a description of what support the corporation
provides franchisees and what responsibilities franchisees have. The FTC should
convene a working group to develop this summary. The summary/overview should
be available in addition to the FDD rather than replacing it.

2. Require Financial Performance (Item 19) be mandatory. Ensure all FODs
include historic financial revenue information for all franchise businesses in Item 19
in accordance with the North American Securities Administrators Association
(NASAA) Financial Performance Representations Cormmentary.™ tem 19 should
include disclosures on revenues, costs, and other data for both first-year stores and
mature stores. In addition, Item 20 should include the number of outlets that closed
during the first 12 months; first-year store closings are not contained in lterm 19.

3. Ensure Access to All Materials. Mandate that all information related to the
franchise that is shared with lenders, consultants, brokers, or other third parties
must also be made available to the franchise investor/owner. The FTC should also
impose a licensing reguirement and fiduciary responsibility for third-party franchise
brokers, consultants, and salespeople that engage in the sale of franchises.™
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4. Require Fair Contract Terms. Ban the inclusion of non-disparagement clauses
and mandatory arbitration clauses in the Franchise Agreement, as well as clauses
that prohibit franchisee associations. Franchisees should not lose their free speech
rights, their right to litigate a dispute, or their right to freely associate with other
franchise owners as part of their franchise agreement. In addition, franchisees
should be given a private right of action, so that they can litigate violations of the
Franchise Rule.

5. Ban Some Disclaimers and Questionnaires. The FTC should prohibit FDDs from
including disclaimers that allow franchisors to amend their policies outside the
specific language of the franchise agreement that has been disclosed in the FOD,
such as by making changes to the Operations Manual that are contractual, not
operational. FDDs should not include language that effectively permit franchise
corporations to change contract terms at will. Any required changes should only be
directly related to daily operations, such as the recipe for a new menu item. The
FTC should also require any questionnaires be provided with the initial FDD. The
franchisor should not be permitted to change any practice from the initial FDD
without a vote of the franchise owners. The FDD should also ban questionnaires
and disclaimers that are used by franchisors to avoid responsibility for contract
disputes. No guestionnaire or disclaimer should be used to avoid a claim of
deceptive practices of fraud by a franchise owner.

6. Protect Limited English Proficient Investors. If a franchise markets to people in a
language other than English, the franchise company should be required to provide
the FOD in the language of the people to whom they are marketing. For example,
some bubble tea, nail salons, and cleaning services market to potential franchise
owners in languages other than English. The FTC should work with state
governments to establish an oversight capacity for FDDs in languages that are not
in English.

7. Ensure FDDs are Publicly Available on the FTC website and Require FDDs Be
Made Available Online and Searchable. FODs must be available on the FTC or
franchisor website. Basic data regarding revenue, expenses, and rules should be
easily searchable from within the document. The Securities and Exchange
Commission’s in-line XBRL provides a model.™

Congress should provide the FTG the resources it needs to develop a more balanced FOD
that ensures fairer contracts for franchisees. The FTC should not only improve the
Franchise Rule but also use its powers under Section 5 of the Federal Trade Commission
Act, which prohibits “unfair and deceptive acts or practices in or affecting commerce,™™
Hardly any enforcement actions have been taken against the numercus franchises that
have allegedly engaged in unfair and deceptive practices. The FTC should dedicate
enforcement staff to investigate mistreatment of franchise owners. The FTC should
recognize that even a moderate volume of complaints can still signal a significant problem.
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A franchise brand with fewer than 100 outlets is unlikely to ever meet the volume of
complaints for the FTC to consider it a big issue. However, while the volume of complaints
may be small, the FTC needs to take into account the size of a franchisee's investment
and the level of risk for the franchisee when determining investigation and enforcement
priorities. When sixty entrepreneurs lose tens of millions of dollars in a failing franchise, the
FTC should investigate. The FTC should ensure that any penalties assessed take into
account the damage done to franchise owners.

What Can the Small Business Administration Do?

The Small Business Administration (SBA) plays both an instrurnental and an insidious role
in franchise lending. About 13 percent of SBA guaranteed loans are made to franchises.
These loans make it possible for many people to buy and operate a franchise. In many
cases, these are success stories and examples of government funds helping business
owners. However, the opposite is also true; the SBA has been the enabler for some
problematic franchise brands.”* Franchise corporations have learned how to grow quickly
without accountability, by helping franchise owners who cannot get private financing to
obtain an SBA loan with financial data that may be overly rosy, leading to defaults and
bankruptcy for the franchise borrowers.™ With taxpayer dollars on the line, the SBA must
demand higher due diligence for any loan it guarantees.

The SBA should:

1. Require that any franchise owner receiving an SBA loan receive disclosure of
average and median first-year revenues for franchise outlets, average and median
revenues for all outlets, and total number of franchises that closed or were
transferred overall and within the first year.

2. Prohibit the franchise corporation from disclosing to a prospective or current
franchisee, either directly or through a third party, any information relating to
revenue that conflicts with the information provided in a disclosure document.

@

Publish the number and amount of loan defaults by the franchise brand on the SBA
website.

4, If the FTC does not make the recommended changes to the FOD to protect
franchisees, the SBA should require those elements be included or excluded from
the FOD where appropriate for any loan the SBA guarantees, in order to ensure the
ability of the franchise owner to repay the loan.

5. Establish a franchisee help line to work with franchise owners facing issues. Too

often, franchise borrowers must fend for themselves, including during a systemic
failure of the franchise brand.
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B. Take legal action against franchise corporations that provide inaccurate financial
data to a franchisee and, where appropriate, hold the franchisor liable for the
balance of any loan made if the franchisor did not follow the law.

What Can States Do?

Franchising is principally governed by state contract and business laws, which are not
consistent across states. Typically, a private party is responsible for enforcing their own
contract and commercial rights through civil proceedings. However, franchisees are
essentially business consumers, a constituency protected by state consumer protection
laws.

At the outset of oversight, some states require franchisors to register an FDD with the
state prior to making an offer or sale to prospective franchisees. These states are referred
to as “franchise registration states” and include California, Hawail, llinois, Indiana,
Maryland, Michigan, Minnesota, New York, North Dakota, Rhode Island, Virginia,
Washington, and Wisconsin.™ Some franchise corporations aveid doing business in these
states to avoid registration and the transparency that comes with it. If more states adopted
similar laws, it would provide franchise owners with another layer of legal protection.

Chart 10: Map of Franchise States™

MAP of Franchise States

There are also 19 states that have some form of relationship laws that take into account
the period after the franchise contract. These relationship laws vary from simple statues
that cover a few issues to more comprehensive regulation offered in states like California,
Minnesota, or Washington, for example. Unfortunately, even the most stringent state
regulations fail to cover many of the issues brought forward in this report. All states should
enact greater investor protections and prioritize enforcement in response to allegations of
fraud or deceptive practices. In the past fourteen years, only state regulators have taken
enforcement action on a franchise matter.™
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vil. Conclusion

In the past few years, numerous complaints about the practices of some franchise
corporations have been reported to state governments, Congress, and federal agencies.
Alarming media stories, despondent calls and letters from franchise owners, comment
letters to the Federal Trade Commission, and worrisome franchise loan performance data
all point to the need for action to curb these problematic practices. It is clear that federal
and state agencies are not doing enough to ensure fair treatment of investors in franchise
madels. This not only leads to a plethora of failed businesses but also waste, fraud, and
abuse. From losses on government-guaranteed loans to unemployment benefits for
franchise employees, taxpayers bear part of the burden of these problematic franchise
practices.

The franchise business model can and should be a model for economic mobility and for
individuals to realize the American Dream. A fair franchise system will lead to higher wages
for employees, more secure investments for franchise owners, and more stable
businesses in communities. However, an unchecked industry has damaged the finances of
owners and workers while franchise corporations continue to eam profits.

Congress should use the appropriate power of federal and state government regulation
and enforcement to enhance and protect free and fair markets for the franchise owners,
their employees, and their communities. The franchise corporations should partner with
the franchise owners to create a fairer and more profitable system for all. As people work
to rebwild in the wake of the COVID-19 pandemic, the franchise model will tempt many as
an opportunity for financial success; it would be a travesty if some of them found
themselves trapped with franchise businesses that resulted in financial devastation that
could be easily avoided if franchise corporations followed the guidelines for fair treatment
recommended in this report.

vill. Special Thanks

The Office of Senator Cortez Masto is grateful to the many franchise owners, both in
Nevada and across the country, who reached out to share their stories. Special thanks to
Keith Miller of Franchisee Advocacy Consulting, Federal Trade Commissioner Rohit
Chopra, Sam Levine, Theresa Leets, Elise Bean, Michael Hataway, Vishal Sharma, Mark
Shor, Jay Hackstaff, Gina Siepierski, Megan Edwards, and the dozens of franchise
owners who spoke out to protect future franchise investors. We hope others reading this
will be inspired by your courage and take action to prevent unfair franchise practices in
the future.
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grocer riced-with: imart i 0?012{11'

" Lisa Little. "Comment on the Federal Trade Commission {FTCJ Motice: F’a.lbhc Workshop Exammrng
Franchise Rule.” December 4, 2020. hitps:/eta rex X
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Timothy Crum. ‘Commem on tha Faderal Tlads Comrmssnon {FTC) Notice: Public Workshop Examining
Franchise Rule.” 10, 2020. h .govicomment/FTG-2020-0064-0048.
" Melissa Morﬁssey “Comment on the Federal Trade Comm;ssm {FI'G} MNotice: Pubic V\fu'ksrnp
Ecamnngl—'ranmsemle Cotober 14, 2020, https: Julati -

Sleplsrskl “Comment cn the Federal Trade Commission (FTC) Notice: Public Workshop Examining Franchise
Rule™;

Frank Vinyarc. “Comment on the Federal Trade Gommason :FTC] Nouce wac WOrkahop Examsnmg
Franchise Rule.” December 18, 2020. hiip egulation nment/FTC-2020-0064 -0
Eddie Sutton, *Comment on the Federal Trade Cammussaon tFTGj Nol:oe Pubﬁc Wukshap Examlnng
Franchise Rule.” December 3. 2020. hitps://be N K
Littke. “Comment on the Federal Trade Commussnon fFTG} Nolt;e Pubh: Woukshop Evamnng ﬁanchse
Rule";

Crum. "Comment on the Federal Trade Commission (FTC) Notice: Public Workshop Examining Franchise
Rule™;

Anonymous Experimac franchise owner. Email messages to Staff of Senator Conez Masto. 2019,

“ Sigpierski. *Comment on the Federal Trade Commission (FTC) Notice: Public Workshop Examining
Franchize Rula™;

Anonymous Experimac franchisa owner, Email messages to Staff of Sanator Cortez Masto, 2019,

" Sigpierski, “Comment on the Federal Trade Commission (FTC) Notice: Public Workshop Examining
Franchise Rule™;

Crum. “Comment on the Federal Trade Commission (FTC) Notice: Public Workshop Examining Franchise
Rule™,

Sutton. “Comment on the Federal Trade Commission (FTC) Notice: Public Workshop Examining Franchise
Rule”;

Anonymous Experimac franchise owner. Email messages to Staff of Senator Cortez Masto, 2019,
" Seabom (Small Business Administration) to Senator Cortez Masto.
“Michaal Miller (United Franchise Grade), Email massage sent to Kaith Miller shared with Staff of Senator
Cortez Masto, June 21, 2019,
" Keith Miller. Email message containing details of Experimax’s FOD to Staff of Senator Cortez Masto, 2020,
" Sigpierski, “Comment on the Federal Trade Commission (FTC) Notice: Publc Workshop Examining
Frarchise Rule.”

“'Mark Shor (former Expenimac ranchise owner). Email messages sent to Staff of Senator Cortez Masto
from Kaith Miller. 2019-2020.

“ Mlicia Kelso. "Subway Franchisess File FTC Complaint over Foouhng P(ornolm Rssaatmraw June
17, 2020. hitps://www rest; b, comyT 1t-ovar-footlong-

promotion/579954/:
Anomymous Pennsyivania Subway Franchise Owner. “Comment on the Federal Trade Commission (FTC)
Nuhoec Public wmcshop Examaning Francl'use Rule.” Deoa'rd:er 18, 2020.

e :

X k|
Kosman &waafs arbmanon for minor |nl‘amms|su.|tn control: franchise owners™;
Hsu and Abrams. “Subway Got Too Big, Franchisees Paid a Price.”
" Patel, DcctorsAssocualesLLC et al, v. Kalia et al.
K way's ion for minor i ions is out of control: franchise owners.”

" Katey Taylu E’merts and Insiders say Subway is haunted by a fundamental flaw that i forcing the chain
Iocbse hund-eds of Iucamns &ahess msidar aeplambet 25, 2019

il CO ety - SO -‘ OO LOs .
'uubwavCoumralm maawnsloDecrnalshdeudFranmseﬂws Largaty Incian Amemana Inglia
West, July 30, 2019, hitps./fwww. ncﬁa\-emcom.fnewsfgiobal mdanfsmwav corporation-threatens-to-
decimate-individual-franchise-owners-largaly-indi _d09217a0-b2Mb-1168-8297 -
1706a9afddda. html.
" Zoe Haraden. commenlmlheFeaeralTrademmm{FTC}NumﬁmmW@anxm
Franchise Rule.” December 9, 2020. hilps.//heta.req) )
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Thakor Pated, Oommmtmﬂ'stdsialTlad&Cu‘mTlssnon[FrC}Nolm Pubhc:%ﬂcs?‘mpExamnrg

Mizarali Lachani, “Comment on the Fedard Trade Oomrmssnn {Frq Nnboec Pubbc w:)dxshoo Examnng
Franchisa Rule.” December 11, 2020. hitps://bata regulations.gow/comment/FTC-2020-0064-0057;
Anomymous. *Comment on the Federal Trada Gornmsssnon {FIC} Motice: Public Wmcshnp Exa'nrmg
Franchise Rule.” December 9, 2020. hitps 4-00)
Anonymous. “Comment on the Federal Trade Ocmmssnon {FTC} anm Public Worka‘iop Examnng
Franchise Rule.” Dacember 17, 2020. https://beta regulations.gow/'comment/FTC-2020-0064-0082,
" Patel, Doctor's Associates LLG, et al, v. Kalia et al. 11-12;
Hsu and Adams. “Subway Got Too Big. Franchisees Paid a Price™;
Brenna Houck, “Subway Restaurant Owners Allege Franchise Agents Abused System 1o Close Competing
Stores: Franchise agents docked restaurants’ points for minor issues like too thick cucumber slices and
‘handprints on windows.” Eater, June 28, 2019, https://www.eater.com/2019/6/28/19154221 /subway-
restaurant-owners-alege-franchise-agents-conflict-of-interast;
Minda Zetin. “Subway Franchisess Claim They're Being Forced 1o Give Up Their Stores: The chain's
managane‘\l structure codd be to blame.” Inc., June 29, 2019. hitps://www.inc.com/minda-zetlin/subway-
franchi jits-cormupt itration.htmi;
Gary Occhiogrosso. “Is Subway Taking a Bit of the Sandwich from Both Ends.” Forbes, July 1, 2019,
hitps:fwww. forbes.com/sites/garyocchiogrosso/2019/07/01/is-subway-taking-a-bite-of-the-sandwich-
from-both-ends/7sh=20b1a14559M;
Josh Kosman, “Nevada Senator Vows to Turm up Heat on Subway Restaurants.” Mew York Posi, July 17,
2019. https://nypost.com/2019/07/17/nevada-senator-vows-10-urmn-up-heat-on-subway-restaurants/.
* Patel. Doctor's Associates LLC, et al, v. Kalia et al, 14,
" Hsu and Adams, “Subway Got Too Big. Franchisess Paid a Price”™;
Pa'tel Doctor's Associates LLC, et al, v, Kalia et al, 21,

Seabom (Small Business Administration) to Senator Cortez Masto,
! Jonathan Maze, “Subway Franchisees Overwhelmingly Oppose a New Footlong Offer.” Restaurant
Busingss, June 3, 2020, htpsy/iwww. e.com/fnancing/subway-fr
overwhelmingly-oppose-naw-footlong-offer;
Former Subway franchise owner. Email massages to Stalf of Senator Cortez Masto, 2019,
'“ \fishal Sharma {former Subway franchise owner). Email messages to Staff of Senator Cortez Masto, 2019,
" “Franchise Disclosure Document (Rep. No. 626867)." Wisconsin Department of Financial Institutions, July
6, 2020. 33.
bittps:/veww wdl ranchi ils aspx Tid=626a6T 8

pe=GENERAL,

' Smith-Teutsch. “Curves Franchisees File Suit over Collapse of Company”;

Curves Case 1 was Amistrong v. Curves, ne. That case was sattled while on appeal. While the settlement
was confidential, the reported settlerment of $11,765 per plaintiff as reported in the FOD's following that
sattiement are misleading as some of the franchisees who had no operating losses and were seeking only
Iost income wire not awardad any damages by the jury whila some of the plaintiffs received amounts over
$100.000, which was net after attorney fees and expenses. CURVES Il was on behalf of 32 Curves
franchisees in February of 2020 in the case of Aruda v. Curves M4, ef &l After Curves 1 settled, the private
equity firm that controlled Curves International sokd to the Japanese Master Franchise. Curves NA was
formed 1o be the master franchise for North America. The equity firm then sold Curves NA to Krishea
Holloway, the former president of Curves. The franchisees allage that the dosures continue and there is no
support o the franchisess.

"= Anne Armstrong. et al. v. Curves Intemational, Inc., et al. Case No. 155L-CC01852 filed in the Circuit
Court of the County of 5t. Louis, State of Missouri. On June 1, 2015, an action was filed against Curves
International, Inc. by franchisees and former franchisees in the Circuit Count of the County of 51, Louis, State
of Missouri. Curves Intemational, Inc. filed a Notice of Removal on June 25, 2015, and this case was moved
to the U.S. District Court, Eastemn District of Missouri, Eastemn Division and assigned Casa No. 4:15-cv-
01006-TCM. In responsa to a Motion o Dismiss Sed by Curves international, inc. on September 2, 2045, plaintiffs Hodg'lo
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Motice of Partial Dismissal on September 16, 2015 and agreed to have their action transferred to the LS. District Court,
Westemn District of Texas, Waco Division and assigned Case No, 6:15-cv-00284-WSS, In their action, franchisees and
farmer kanchisess allage that they wers induced 1o buy a Curves Fanchise by false and misleading information providad
by Curves Intermational, Inc. in viclation of the Texas Business Opportunities Act and the Texas Deceptive Trade
Practicas-Consumer Pratection Act. Additionally, plainiiffs allage that once they began oparating their franchises, Curves
International, Inc. violated the impliad covenant of gooad faith and fair dealing and braached their confracts by not
providing assistance, concealed facts and tock affirmative actions that hurt each plaintiff, all in vickation of the Texas
Businass Opportunities Act, the Texas Deceptive Trade Practices- Consumer Protection Act, and Fadaral Trade
Commission Regulations. This lawsuit went to trial on April 10, 2017, The jury returmed a verdict in faver of the plaintifis.
Tha parties entered a seltiemaent agreamant wharain Curves International, inc. sattied with each plaintiff,
" *Fortman Law Wins $1,5 Milion for CURVES Franchisses”;
mmmm%mrmrmm Biue Maurnau, Apeil 27, 2017,

Anne Armatrong st al, v, Curves International, Inc., B:15-cv-284-RP, (W,D. Tex, 2017),
" Megan Ecwards. Email messages to Staf of Ssnator Cortaz Masto, 2019 - 2020;
Elisen, “Franchising: PartII";
Congrassman Keith Ellison, “Franchising: A Special Investigation,” August 4, 2015, In We the Podcast, produced by
IHeartRadio, poﬂr.ast MPBMD 00:32:00. hitps: Awww heart, 1010 the-podoast-

28671062/ ichising- 2867 10887

Mogm Edwards. ‘Cuﬂmﬂl on the Fadaral Trade Commission (FTC) Notice: Public Workshop Examining Franchise
FRule.” Seplember 17, 2020, hitps:/ww reguiations. gov/document ?0=FTG-2020-0064-0002

""rmmas Ayres on bahall of the National Coalition of lons of 7-Eleven Fr Gmmonl an the Federal

TradeGunwﬂsamiFTC]Nowa PﬁszEuquHm:Hae Rule.” December 18, 2020,

Seﬁn&lHDldlngsC)D le WMMWH\BMMDTFYZD& page 9.

meaummemem CSDM'ZG 2018,

W&IWWSC\J Ltd GGFY?{)Q1 Frnancla! Haallsﬁeeenﬂaﬂon mes Iaar\d 14,
r Tandi dff2021_01 12kse.pdl
Saran&lHoldngaCo Lid. Q3 FY 2021 Financial Res.its Presentalion, pages 13 and 14,
hitps://www.7andi.com/envirHedibrary/s/pali2021_0112ksa pdl
" Ayres. “Comment on the Federal Trade Commission (FTC) Notice: Public Warkshop Examining Franchise Rule.”
" Patricia Mazzel, hmwabmﬁgems?wel? Ee\cmS!thamloH.nMEmoloyas The New York Times,
]

ice-raids.

“Elaven.
" Uindenberg. ‘?BwﬁmaeestFwMNmm
BaaSweﬂ&IHd:EranD Ltd, Bnal'Sunmarybr‘haTl’.dMnl‘FYECQ‘ page 8.

omar Inspectnfﬁwet X mww

" Office of Inspector General, MMWWW&?MMWMMW

United States Govemment Accountablity Office. Smal Business Adminisiration Review of 7a) Guaranteed Loans fo
Salect Franchisees.

" Robert Spada. *Comment on the Federal Trade Commission (FTC) Natice: Public Workshop Examining Franchise

Fula.
“ Robert Spada. **Comment on the Fedaral Trade Commission (FTC) Notice: Public Workehop Examining Franchise
Rule.”
" Robert Spada. **Comment on the Federal Trade Commission (FTC) Notice: Public Workshop Examining
Franchise Rule.”
" Roben Spada. ““Comment on the Federal Trade Commission (FTC) Notice: Public Workshop Examining
Franchise Rula.”
" Maze. “A Brief History of the Quiznos Collapse.”
" Maze. "A Brief History of the Quiznos Collapsa.™
" Maze. “A Brigf History of the Quiznos Collapsa™
Freedman. “Big Whopper Economics.”
51
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"™ Maze. “A Brief History of the Quiznos Collapse.”
" Maze. “A Brief History of the Quiznos Collapse.”
" Greswell. "When Disiusion Sets In.”
" Kristin Paiva and Todd Schrader (Massage Envy General Counsel and Chief Operating Officer) in phona
conversation with Staff of Senator Cortez Maslo. January 19, 2021.
""" Paiva and Schrader phone conversation;
“About Massage Ernvy." M&ssegeEnvy 2021, hittos: ey massageenvy com/about-us.
""" Garal Tice, “Strip Mall Spa: How Mas.sageEmyCream Ananmnatad ANewFrmchseMche"
Forbas .Juna‘}? 2015 bt it K 5 I
25 I

ranchising.
"Vicki Bumett, “Comment on the Federal TradeCormnnssmWC}Not»oe Pubch«shopExamm'sg
Franchise Fule.” Deoanbens 2020 5 ri

melsaFMe'Dwemtﬂ‘I?m /et £d 4
Jeffrey and Nurit Grenfeld. “Comment on the Federal Trade Cunmnssoon {FI'C} Nohoe Pubic Wu1<§\op
Examining Franchise Rule.” November 9, 2020. hitps://beta.requlations. gov/comment/FTC-2020-0064 -
0019;
Jim Mellon. “Comment on the Federal Trade Commission (FTC) Notice: Public Workshop Examining
Franchise Rule.” December 15, 2021. https:/beta regulations.gov/comment/FTC-2020-0064-0065;
Mike Harris. “Comment on the Fedaral Trsde(hnmmon{lv‘l‘C}No‘lm Pubthuksl‘anxm
Franchise Rule.” December 15, 2021. hitps.//be 2 - 3
Kenin Rupert. *Commaent on the Federal Trade Commussm ﬂ-TCJ Nohcs Pwﬁc Workshop Examnung
Franchise Rule.” December 15, 2021, https://beta regulations. gow/comment/FTC-2020-0064-0067;
Kelly Thacker. *Comment on the Fecieral Trade Commission (FTC) Notica: Public Werkshop Examining
Franchise Rule.” December 15, 2021, hitps./beta regulations.gov/'comment/FTC-2020-0064-0069;
Jennifer Smith. “Comment on the Federal Trade Commussnﬁn {FTC) Notice: Pubﬁc Womsmp Examining
Franchisa Rule.” November 9, 2020. hitps.//heta rec 5 B:
Richard Bell, "Comment on the Federal Trade Ccrnrmsaon [FTC} Nouca Plbic Workshop Emwnlng
Franchise Rule." December 17, 2020. https.//beta regulations.gov/comment/FTC-2020-0064-0080;
Matt Klemp. “Comment on the Federal Trade Commission (FTC) Notice: Public Workshop Examining
Fra'-chuse Rule.” December 16, 2021, https.//beta regulations. gov/comment/FTC-2020-0064-0075.
K.lemp “Comment cn the Federal Trade Commission.”

Z " Relaxnation Group. “Comment on the Federal Trade Commission.”

""" Bumett. "Comment on the Federal Trade Commission.”

""" Federal Trade Commission, “Franchiss Rule Workshop: Reviewing the Franchise Rule”;

Miller. Testimory.

' Patton, "U.S. Frand'lseOwnas\aay'l'rmCmt Make a Decent Living™;

Fraedman. Whopper Econom
Lydia DePillis, moona!dsirandlsee aaysthecompw told her ‘just oaymamlowesiasa
H@s‘mgtm.‘w ,ougusu 4, 2014 hitt 2 I

Wadmgion State Attomey General Bob Ferguson."AG Fergnson Fles Lawsil Against Jariiorl Senices
for Workers.” April 6, 202
"LwaﬂaaDichey “Let's Talk About our Brand.” &naise-nmSlaﬂorcmezMasmtmmmmymm
franchisees, June 17, 2019,

" Spada. “Comment on the Federal Trade Commission (FTC) Motice: Public Workshop Examining Franchise
Rule.”
1a§m *Gomment on the Federal Trade Commission {FTG) Notice: Pubiic Workshop Examining FranchiseRule.”

M\smsannr'wm&myla The Biggest Probiem in Franchising.™ Forfune, March 16, 1908,
m forluna Archive/ 9302 ndeoc Him,

Kesman, “Subway's artstration for minor infractions ks out of controk: franchise owners.”
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" Kosman, “Subway's arbitration for minor infractions is out of control: Franchise owners,”
" Keith Miller. *Comment on the Federal Trade Commission (FTC) Notice: Public Workshop Examining
Franchisa Rule,” December 18, 2020. https:/beta regulations.gov/comment/FTC-2020-0064-0094;
Anommas Bruster’s Real loe Cream franchise owner. “Comment on the Federal Trade Commission.”
" Edwards. Email;
Elison, “Franchismg: Part I";
Megan Edwards (former Gx»us franchizses) in discussions with Staff of Senator Cortez Masto. 2019,
*“Lindenberg. *7-Eleven Franchisees Cry Foul Over New Agreement”;
Etter and Smith. “The War Inside 7-Eleven™;
7-Eleven franchise owners in discussions with Staff of Senator Conez Masto. 2018;
Melson Cannon (Batteries Plus). “Comment on the Federal Trade Commission (FTC) Notice: Public
‘Workshop Examining Franchise Rule.” December 9, 2020, hitps://beta.regulations gov/comment/FTC-2020-
0064-0032
" Josh Koeman ..Aote Operalors Oulraged at S«hway g GO\.I'![MQ Da'nand Msw Yad( Fost, Seotember

Grota :Banenes P|us: Emad

Patel (Subway). Emai,

' Dickey's Barbecue Pit franchise owners in discussions with Staff of Senator Cortez Masto, 2019-2020.

" Rachel Abrams. “Lirks in 7-Eleven’s Chain Threaten to Snap as Store Owners Balk at Contract.” e Mew
York Times, July 30, 2018, hittps:fwww.mytimes.com/2018/07/30Vbusiness/T -aleven-franchise owners-

"“"Hsu and Abrams. “Subway Got Too Big, Franchisees Paid a Prica™;
Patel, Doctor’s Associates LLC, et al, v, Kalia et al;
Sharma. Email messages to Staff of Senator Cortez Masto.
" Etter and Smith. “The War Inside 7-Eleven.”
' Ellison. *Franchising: A Special Investigation,”
" *A Consumer's Guide to Buying a Franchise.”
= Discussion of Disclaimers, Waivers, & Questionnaires,” (pand, quote from Howard Bundy, online,
Movember 10, 2020), Federal Trade Commission.
hittps:/fwww. fte. gov/system/les/documentshideos/reviewing-franchise-rule-workshop-discussion-
disclam«'s WANErS- weanmarea’rfalw-se_l\le wod<shop transcripl_-_discussion_of_disclaimers. pf.
* United States G Aeview of 7{a) Guaranteed
Loans.
" Office of Inspector General. Banco Fopular i Not Adequately Assess Borrower Bepayment Abiity.
"™ *A Consumer's Guide to Buying a Franchise.”
" Office of Inspector General. Sanco Popular Did Not Adequately Assess Borrower Rapayment Abilty,
Spada. "Comment on the Federal Trade Commission (FTC) Notice: Public Workshop Examining Franchise

Fule,
““Marvin E. Rooks. “It is Time for the Federal Trade Commission 1o Require Financial Performance
Hsnresmtaﬁw to Prospective Franchisees.” Wake Forast Journal of Business and Intellectual Property
Law, (2010 - 2011): 14, htp:/fipjournal law.wiu edw/files/2011/02/article. 11.55. pdf.
" Ellison. “Franchising: A Special hveshga!m
Federal Trade Commission. “Public Workshop Examining the Franchise Rue.”
** Burgerim franchise owners in discussions with Stalf of Senator Cortez Masto. 2019;
Envy owners in di ions with Staff of Senator Contez Masto. 2019 - 2020;
AAMCO franchise owness in discussions with Staff of Senator Cortez Masto. 2019,
“Lindenberg. “7-Eleven Franchisses Cry Foul Over New Agresment”;
Etter and Smith. “The War Inside 7-Eleven.”
™ Maze. “The Burgerim Disaster,”
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“*Dickey's Barbecua Fit f ise h ing Fund Discussion.” Unhappy Franchisee, October 25, 2017.
¥ ik barbac it ise-marketing-fund/.
" “Dickey's Barbecue Pit Franchise Marketing Fund Discussion.”
' Micah Maidenberg and Heather Haddon. ‘TheFra'lchnseHeIahaWTMlPﬂwers.;malenessa
Fraying” waraarmmmm 30, 2020. ’ ’ s/tha s6-1elz z

Patd DocwtsAssomatesLLC et al v, Kalia et al,
* Anomymous Bruster's Real loe Cream franchise owner. *Comment on the Faderal Trade Commission.”
“ Ancnymous Which Wich franchise owner, “Comment on the Federal Trade Commission,”
" Abrams. “Links in 7-Bleven's Chain Threaten to Snap as Store Owners Balk at Contract.”
7 Anne Armstrong et al., v, Curves International, Inc., 6:15-cv-294-RP, (W.0D. Tex. 2017):
Edwards (former Curves franchises) in discussions with Staff of Senator Cortez Masto;
Ellison. “Franchising: Part I";
Elison, “Franchising: A Special Investigation,”
" Massage Envy franchise owners in discussions with Staff of Senator Cortez Masto;
Federal Trade Commission. “Public Workshop Examining the Franchise Rule.”
o - Massaga Envy franchise owners in discussions with Staff of Senator Cortez Masto.
" Massage Envy franchise owners in discussions with Staff of Senator Contez Masto.
o 'Ume(sal Franchisee Bill of Rights.” Coalition of Franchises Associations, n/d.
htips:/ih elations/universal-franchisee-bill -of-rights/.
* “Universal Framrnse Bl of Rights.”
"' Ecanomiz Mobilly: s the American Dream in Crisis. 1167 Cong.
' Oversight of the Federa! Trade Commission, Before the LS. Senate Committes on Commerce, Science
and Transpartation Hearing. 1167 Cong. August 5, 2020 (statement of Rohit Chopra, Federal Trade
Commissioner);
Rohit Chopra, intendew by Kate Rogers. OMEC. September 25, 2020,
https:/fanww.cnbe.comivideo 2020009/ 25/ fte-commissioner -rohit-chopra-small-business-franchises-
souawk-bo html,
" Senator Dianne Feinstein 10 The Honorable Joseph J. Simons (Chairman, Fedefal TradeOonmssm}
Februawf! 2019 futt U s: 2

5, i Fh A £
Sma!orCathemeOmezMastoloCmsPikenm:mm#' istration, U.S. Small Busi
Admuruslraiml May 21, 2019, hitps. S0 COMYAWD-COf doads

. FAGE
SanatorCamemeCortazMaatoloDianneL. Seaborntu 5. Small Business Administration). May 22, 2019;
Senators Gathering Cortez Masto and Tammy Baldwin to Dianna L. Seaborn (U.S. Small Business
Administration). August 1, 2019, August 1, 2018;
Senator Catherine Cortaz Masto to the Honorable Joseph J. Simons (Chairman, Federal Trade Commission),

April 30, 2020.
hps:/AvWW.Co ) senate. gowimo/media/doc/2020% 20D 2030% 20FTC% 200 0rez % 20Masta%
Mmhse%zﬂconms%ﬁm pdf

> th ities Adrmini iation, 2019,
ources/.

hlipe S, naw o

"Maller, “Comment on the Fedeval Trade Commission (FTC) Notice: Public Workshop Examining Franchise

Rule.”

“Inline XBRL is a format that allows franchisers to embed XBRL data directly into a HyperText Markup
{HTML) document.;

"hllne)(BHL" it and: Commi '-rl. mocﬁﬁedﬂpdlg.m.

S WY
Mllu Gommenl on the Federal Trade Commnsson {Frc] Netice: Public Workshop Examining Franchise
Rule.”
“15U.S.C. §45(a)1).
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“‘Spada. "Comment on the Federal Trade Commission (FTC) Motica: Public Workshop Examining Franchise
Rule™;
Federal Trace Commission, “Public Workshop Examining the Franchise Rule.”
““Stephen Clear. SBA Lending: Considerations for Franchisors and Franchisees. American Bar Association
37" Armual Forum on Franchising, October 15-17, 2014, 18-19, SBA requires projections meet a debt
coverage ratio established under SBA Standard Operating Procedures. In 2014, SBA’s Chief Franchise
Counsel, Stephen Clear, raoommdadlhmﬁmduso!sconsndarprmﬂngapmcnmmmlrmsnda
bypassmglmhmdmsemu{!heunmatebmmm Mﬂ?wmm&mmmmmm the
raquiraments in fem 12 for the e at obnaraop\ﬁrro
mmmwmwwmd pec s wio do not
gammmmmmmmmmmmmmmmm
.nromeawms or who mmmmmmﬂn@mzmmfm&m are free to o so. This
franchisors

10 ity to give valuabie information to aoilitate the financing of its Fanchisees
mn'mbawgmmoymm i of item 19, H this can infroduce a new sef of risks the
#amﬁwnmtbenfmwmmwga Fws! mynmwwwmummmywm
aﬁaf ning & frovm the lendr...

“IheFram:Nse Ragmmm“rawe hmmcolal.aw Firm.
“ Cordell, Lests and Lewis. * 1o F Actions.”
 Cordell, Leets and Lewis. °f to Franchise Enfc Actions”;

Ferguson, Washington State.

55



131

X.  Appendix I: Comments Regarding FTC Franchise
Rule Submitted in Fall 2020 Comment Period

Below are summaries of some of the comments to the FTC during a 2020 comment
period regarding feedback on and changes to the Franchise Rule. These

comments discuss problems with franchisors, the current functioning of the Rule, and
proposed changes or amendments. These comments note individual letters but do not
include the mass campaigns from Subway (75 comments); 7-Eleven (9) and Massage
Enwvy (31).The comments are organized by state

and indicate the franchise the comment pertains to, if available. The full comments are
available online at https://www requiations gov/document/FTC-2020-0064-

1/comment.
Arizona

+ Subway - Owner requests the FDD disclose regions vs owners when disclosing
production.

Arkansas

« Massage Envy - Franchise owner owns two stores in Arkansas with 48
employees. Given inaccurate financial information, asked to make investments that
were not disclosed in the FOD, had to use certain vendors and suppliers that were
too expensive, made changes to the operations manual, and objected to a misused
marketing fund that is ineffective.

» Massage Envy - Franchise owner has two locations in Arkansas purchased in
2015, Starting in 2016, ME made changes to the company that decreased
EBITDA. Required renovations were non-disclosed and expensive due to required
vendors. The national marketing co-op has no accountability or benefits. New
required services and products hurt franchisees. Highlights products that were
expensive and auto shipped that clients didn't want. A required insurancevendor
is more expensive than the open market and a compliance vendor is overpriced.
Operations Manual has been used to change the franchise agreement. Still has
high gross revenue, but business is not profitable and may notsurvive the year.
FOD does not indicate the problems with the franchise and that revenue is not
based on success but various vendor streams.

+ Unnamed franchise - franchisor forces franchisees to buy products
that franchisor gets a rebate/kickback on and requires liability insurance that puts all
the liability on the franchisee. FDD is an example of hiding things in contracts.
Financial data is useless because it is "averaged out” and profits/break evens are
overstated.
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Choice, Wyndham, Red Roof, Hilton, Radisson (Hospitality Brands) - Franchisee of
multiple hotel brands. Argues that hotel franchises deuble dip fees, vendor exclusivity
eats into profits and franchisor gets rebates/kickbacks, franchisorforbids class action
lawsuits, institutes unreasonable mandates (ike remodels and brand refreshes), allows
franchisees to compete in temitories, and sells loyalty points to generate cash.

California

-

Curves - Discusses the impact of a private equity firn purchasing Curves -
highlights a class action lawsuit and the lack of settlement funds. Advocates for
franchise owners to be treated as shareholders, including the right to vote, quarterly
and annual shareholder reports, ability to sell ownership at will without penalty if
there is a change in corporate leadership and ownership.
Dental Fix - Had to declare bankruptcy after buying a Dental Fix franchise when it
failed after less than two years.
Dental Fix - Dental Fix has been bad for their lives and livelihoods - wants to make
sure it doesn't happen to anyone else.
Massage Envy - Supports the SBA Franchise Loan Transparency Act of 2019 -
argues that if these provisions were in law, this franchise owner would not be
ruined financially. Discusses how her Massage Envy closed within 11 months of
opening. Argues that projections used to estimate SBA loan were incorrect,
inaccurate, and unachievable, Invested over $250,000 until they ran out of money.
Discusses how hard it was to end contracts and the additional $80,000 spent
to exit contracts.
Massage Envy - Owns two Massage Envy stores in California - sent a letter to the
corporation requesting a return of investments. Business has had three
bankruptcies in their region. One third of area units are not making money and were
sold to new owners at a loss. Highlights problems with Massage Envy's
management. Claims erosion of profit marging, bad vendors, unauthorized fees,
misspent advertising and marketing fees, and nonresponsive franchisor and
representatives.
Massage Envy - Owns two Massage Envy locations. Highlights oversaturation of
market with locations, inaccurate point of sale system that is flawed and overpriced,
force-shipped retail products, and a shortage of massage therapists. Discusses
franchisor's deals with required vendors that sell products at prices more expensive
than the open market. Fellow franchisees in area have not achisved EBITDA or
profit, with many closings and bankruptcies. Clinics, once resold, are cheaper than
the investments. Asks FTC, SBA, banks, and other agencies to launch an
investigation.
Massage Envy - Discusses experience as a ME franchisee that closed. ME's
business practices, in addition to COVID, led to closures. Discusses a misleading
business model that did not reflact the truth. Profit generation was impossible due
to corporate requirements and auto shipping of products. Discusses market
saturation and recruiting challenges to hire therapists, Also discusses purchasing
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supplies from specific vendors regardless of cost and a changed point of sale
system that made things worse, Also discusses forced retail brands and mandatory
orders for holiday and special occasions that hurt profits. Highlights required
conferences and technology overhauls that hurt business more and eroded profits.
During COVID closures, ME continued to collect marketing and operational fees
and did not help stores that closed.

» Unnamed franchise - Franchisor made changes to the operations manual that
impacted profit of franchisee owner.

+ Franchise Advocacy Consulting - Discusses the receipt of financial information
outsicke the FDD and other problems within the franchise industry. Advocates
for mandatory financial representations, providing basic data for financial
representations, licensing reguirements for third party brokers or consultants,
required disclosure on commissions, a fiduciary responsibility to prospective
franchisees, and the "tightening” of information in items 6 and 7. Recommends that
the FTC needs to examine complaints cifferently.

+ Unnamed franchise - Franchisors need to provide their best data to prospects
and franchisees looking to expand. Franchisors must disclose changes in
demographic and psychographic data that impact a location's success

+ Comment from franchisee lawyer - who believes FTC should reguire mandatory
profit and loss data in ltem 19 disclosures, ban disclaimers outside of the FDD
process and ban no-reliance clauses, acknowledgements, and questionnaires,
distinguish integration clauses from no representation and no reliance clauses, and
prohibit disclaimers of additional information provided by the Franchisor outside of
the FDD. Argues that FOD should include executive summaries, allowing for
toggling, and be part of a public database.

+ Comment from franchise attomey - who opposes mandatory financial
performance representations (FPRs), believes there should be no reliance clauses
and other disclaimers, believes FDDs are not too long, does not support a summary
FOD, believes there can be some changes to make it more user friendly,

Colorado

» Massage Envy - Owner of Massage Envy in Colorado. Given inaccurate financial
information, asked to make investments that were not disclosed in the FDD, and
had to use certain vendors and suppliers that were too expensive. Noted that the
franchise corporations made changes to the operations manual and required
contributions to a misused marketing fund that is ineffective,

+« C t from franchisee lawyer - who advocates for changes to the FOD (with
Iterns 8 and 9), allowing for electronic-only FDDs with no physical or physical media
copies, including a summary document, and reforming ltem 19 disclosures.
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Connecticut

-

Huntington Learning Center - Highlights how SBA's loan policies have
circumvented the FTG Franchise Rule. Requests franchisors provide gross revenue
numbers for all first-year franchisees (and potentially second-year numbers) for the
previous five years.

District of Columbia

Comment from franchise attormey - FFRs should not be mandatory, should allow
for disclaimers, waivers, and questionnaires, and should require a cautionary
statement. Discusses pros and cons of the current FOD format and particular
changes to FDD sections.

Comment from franchise attormey - Argues that the Franchise Rule does not
needmajor changes. No need for FPRs, allow for questionnaires and admonitions
for disclosure, do not need to shorten/summarize the FOD, FDDs do not need to
be reformatted, summary FOD does not need to be required.

Florida

-

Dental Fix - Veteran who bought a Dental Fix said franchise ceased all support
(initial training, continuing education, franchise coach, tech support, marketing,
billing) within 12 months. Franchisee lost 90% of savings.
Experimax - Says Experimax misled franchisee on revenue and says they were
coached an how to get an SBA loan. Argues equipment was overpriced and store
never performed according to the numbers that were expected. Experimax did not
bring sales or merchandise support. Franchisee has now closed store and lost life
savings.
Unnamed franchise - Argues that financial projection requirements in FODs would
be too costly and difficult to compile and that requiring an FPR would be an
impediment to franchising. Small franchises can't scale up with these requirements.
At an early stage, FPR is cost prohibitive and difficult to maintain.
Franchisees don't need handholding and these requirements would stifle
business.
Unnamed franchise - Franchisor mandates purchasing from certain vendors at
higher costs. Marketing fund has no accountability, and this franchisee questions
whether the fund benefits the franchisees. Franchisors are not dealing fairly and
have created more brands within the company to dilute retums, increase risks, and
increase fee collections.
Subway - Franchisor made changes to the operations manual that impact profit.
Subway - Owns six Subways in Florida - highlights mandatory, non-disclosed
investments in programs and remodels, changes to the operations manual,
increases in rebates and fees from required vendors, and problems with marketing
fund.
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+ Subway - Highlights constant need for renovations and new programs that do not
come with a business model and do not generate profit. Subway has made
changes that reduce profitability. No disclosure on increased rebates from vendors
- franchisee pays higher costs and fees for products. No marketing fees go
towards helping franchisees.

+ Unnamed franchise - Franchisor made changes to the operations manual that
impact profit.

Georgia

» Bruster's - Owns a single Bruster’s in Atlanta with a staff of 20. Given franchise
information that wasn't included in the FDD and was prevented from using that
information to make a decision. Has been asked to make investments in programs
and remodels that were not disclosed in the FDD. Franchisor made changes to the
operations manual that impact profit and has required increased rebates and/or
fees from vendors that were not disclosed. Franchisor charges a marketing fee but
does not use funds for marketing,

+ Massage Envy - Owns four Massage Envy locations with a staff of nearly 120.
Highlights changes to the FDD that include forced retail product purchases,
purchase requirements from vendors that are more expensive than the open
market, and changes to the operations manual. Highlights high costs for insurance
through required carriers. Asks the FTC to regulate how franchisors amend the
FDD.

+ Unnamed franchise - Has owned and operated franchise restaurants for more
than 15 years. Believes that franchisors do not respect the FDD/UFQOC, particularly
in jurisdictions with no state oversight. FTC is less likely to pursue cases with fewer
than 100 plaintiffs or claims less than tens of millions of dollars. The franchisee-
franchisor relationship is weighted to the franchisor and highlights bankruptey
code.

INinois

* Massage Envy - Owns four Massage Envy locations in lincis with nearly 90
employees. Highlights non-disclosed investment requirements for new programs,
forced retall items, and expensive remodels. Discusses changes to the operations
manual that impact cost, such as inflated insurance requirements, required supply
purchases, and additional services that do not have a proven business model. Also
includes required purchases from vendors and a marketing fund that is not utilized.
Also highlighted difficulties with member credits.

+ Unnamed franchise - Franchisors require costly renovations and demand capital

improvement plans with no guarantees of revenue or investment.

» Subway - Owns four Subway franchises in llinois with a staff of 22. Highlights

investments that were not disclosed in FOD for new programs or remaodels.
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+ Massage Envy - Owns two Massage Envy locations in Kansas with 75 employees.
Given inaccurate financial information, asked to make investments that were not
disclosed in the FDD, had to use certain vendors and suppliers that were too
expensive. Franchisor made changes to the operations manual and requires
contributions to a misused marketing fund that is ineffective.

Louisiana

» Baskin Robbins - Discusses Baskin Robbins’ rejection of franchisees’ proposed
relocation selections because of territory overlap or market economics. Franchises
is being asked to forfeit fees to renew the contract since they could not get a
location.

+ Dental Fix - Owns a Dental Fix franchise that makes no money. Believes they were
lied to and that Dental Fix committed fraud - requests investigation by FTC, SBA,
and other agencies. Lives paycheck to paycheck and has lost all retirement.

+ Experimax - Purchased two Experimax franchises. Earnings productions were off,
and claims about product availability and sourcing were not true. As a result,
franchisee lost over $500,000 and couldn’t open second location. Highlights that
several other franchises were forced into bankruptcy because of inaccurate
projections.

« Unnamed franchise - Calls franchising "modern/egal indentured senvitude" and
says franchisee was corwinced to sign on a 10-year SBA loan and 30 years of
franchise fees. Business isn't profitable, royalties and fees need to be paid, and
products must be purchased from certain suppliers due to contracts.

Maryland

+ Unnamed franchise - FDD said marketing fund contributions would be used to
benefit franchisees and that the franchise corporation had a board of trustees made
up of franchisees. 10 years ago, this changed, and now company makes all
decisions with a board containing no franchisees. Advisory board of franchisees
has litthe/no input, and there is no accountability on how money is spent or the
efficacy of disbursements. Questions whether the funds are used to benefit
franchisees.

Massachusetts

« Sanford Rose Associates International - Franchisee alleges they were defrauded
by an executive search franchise, Sanford Rose Associates Intermational, and
highlights that the FTC has a duty to protect all parties. Current franchise rule is
ineffective. Franchisee highlights the ways the FDD promotes fraud, and franchisee
goes on to provide solutions to support franchisees.
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Michigan

+ Unnamed hotel franchise - Longtime hotel franchisee for over 15 years. Brands
double and triple dip on revenue. Franchise corporation levies fees for cost of
business that are passed on to franchisees. Hotels abuse early termination fees and
mandated upgrades/remodels.

Minnesota

+ Comment from franchise attomey - Supports keeping financial performance
disclosures as voluntary, should not impose further restrictions on disclaimers, and
should keep FOD format with some modest updates.

Nevada

+ Be Amazed Sandwich Co - Longtime franchisee owner who owns two different
franchises - previously was an owner in three different systems. Believes there are
several improvements to be made to the FDD and the Franchise Rule.

» Unnamed franchise - Franchisee for 26 years with different brands - currently
owns two brands they have been with for 26 years and 12 years,
respectively. Worked with four other brands but no longer has a franchise of those
brands. Believes there is no protection for franchisees. FDD should be given out at
first contact and read before discussions take place, and the FDD should disclose
success rate. Argues that the Franchise Rule should be updated to include an
overview/'summary and mandated FPR. The FTC should make FDDs available
orline and searchable, protect Limited English Proficient consumers, require fair
contract terms, ban some disclaimers and questionnaires, prohibit disclosures
outsicle of third parties, and increase staff and enforcement actions at the FTC.

+ Unnamed franchise - Franchisor requires products and services purchased from
certain companies at higher markup than products available on the open market.
Disclosure gives revenue amount for affiliated companies but does not give profit or
markup to franchisor. Undisclosed costs are royalties to franchisor but are
additional costs to franchisee.

* Unnamed franchise - Franchise keeps increasing rebates and fees eamed from
vendors - this is not disclosed in the disclosure document and the document does
not limit these requirements. These franchise practices negate the benefit of group
purchasing power, and the franchisee in fact pays higher fees than what's available
on the general market,

+ Unnamed franchise - Franchisors implement unreasonable and irrelevant
requirements that hurt franchisees, like requiring answering machines and brand
refreshes.
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New Jersey

+ Honor Yoga - Believes that the 2020 FDD given by Honor Yoga contained
inaccurate FPR information in Item 19. Franchisee has no recourse to get audited
information and has to trust what's in the FOD. There should be a reguirement to
provide this information and have it be audited.

+ Unnamed franchise - Franchisee submitted an additional separate complaint
that the FTC complaint form is not set up for franchisees to file about problems.

* Massage Envy - Comment from Massage Envy franchisee who owned three
locations but is down to one. Franchisee decided to sell units because business
had changed and impacted profitability. Believes that FDDs need to be reformed -
information on profitability in ME FOD was inflated due to liabilities for prepayment
of services. ME implemented new business policies, vendor requirements,
technology systems, marketing programs, product purchase requirements, and
human resource requirements that were not disclosed in the FOD and led to a
decrease in profits. Burden now lies on franchisees to run the business model. The
FDD language prevents franchisees from joining in collective legal actions and
requires individual claim filings.

+ Unnamed franchise - Franchisees need help to survive and need Congress to
regulate franchisors,

New York

» Experimax - Highlights investments in Experimax of nearly $500,000 in order to
stay afloat. Argues that company provided false revenue projects so that franchisee
could secure SBA-backed loans. As the number one store in the company, they
estimate a 30% profit shortfall compared to the revenue projections for the SBA-
backed loans. Accuses Experimax of deceitful collateral models, conspiracy to
cover up a lack of distribution channels, conspiracy to provide false revenue
projections, breach of territory, illegal marketing, trademark infringement, failure to
retain support staff, and high closure rate. The franchisee family now receives
government assistance with no path forward with company.

» Unnamed franchise - Requests the FTC update the Franchise Rule Compliance
Guide to account for changes in technology and trends; FOD should be simplified
and specific, accurate, in plain language and disclosed info should be properly
placed and timed; tables and data visualization should be meaningful; FTC should
test effects of disclosure; FTC should identify and consider costs and benefits of
disclosure requirements. FTC should clarify FDD requirements.

« Unnamed franchise - Franchisees need more input with franchisors. Advisory
board does not represent franchisees. More transparency is also needed.

+ Unnamed franchise - FTC needs to examine the “loophole” in franchise
agreements that gives franchisors a wide latitude in imposing new requirements.
Financial confiicts of interest exist because franchise corporations receive
compensation from suppliers and vendors. FTC should require specific disclosure,
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such as the amount of compensation that franchise corporations receive and the
identity of the suppliers/vendors.

» Comment from franchise attorey - Allow for audio and video in the FOD, create
a cover page, create an FDD database, include supplemental disclosure letters,
mandatory FPRs, include NASAA's recommended changes to the Franchise Rule,
clarify the purpose of Item 19, and include clarifications on disclosures and
acknowledgements outside the FDD.

+ Comment from practicing franchise attorney - who thinks requiring financial
performance representation would be a burden on franchisors; summary of an FOD
would not be good because it would deter reading the whole FDD; and requiring
that the franchisor not use any disclaimers in the FOD is not practical.

North Carolina

» Massage Envy - Franchisee notes that the FOD document is complicated and
does not disclose information. Reguired vendors for purchasing supplies. Mo group
purchasing power. ME also allows investor groups to have the right of first refusal
when franchises are for sale, rather than allowing franchisees to choose whom to
resell to.

» Unnamed franchise - Franchisee fees increase every year while franchisors fail to
bring in business and charge hefty marketing fees. Requiring purchasing from
certain vendors is another way for franchise corporations to generate profit.

Oklahoma

+ Unnamed franchise - Argues that the Franchise Rule should reform Termination
and Release Agreements and make it unlawful for franchisors to file SLAPP lawsuits
against franchisees. Believes that the 2007 Franchise Rule does not address many
aspects of what is in FDDs.

Pennsylvania

» Experimax - Franchises who says that they lost over $250,000 and that all the
information franchisee received was fabricated, Charged for a moldy $54k furniture
package, a $30k inventory package of junk, and a $10k name change. Lawsuit by
Apple was not disclosed and none of the senvices in the FDD
were provided. Experimax tried to make franchisee sell the store, but franchisee
closed store. Wants Experimax to be prosecuted and calls it a fraudulent
business.

« Subway - Owns three Subway franchises in PA with a total staff of 15, Highlights
difficulties with local inspectors who rule things out of compliance with arbitrary
requirements, Franchisor required franchisee to purchase certain machines,
Discusses how the $5 footlong promotion is not profitable. Corporate never shares
true profits. Franchisee was asked to invest in programs/remodels with no proven
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ROl or business model. Franchises discusses changes to the operations manual,
required vendor purchases, and a marketing fund with no transparency.

Tennessee

Texas

-

Dental Fix - Alleges Dental Fix is a sham that scammed franchisee out of $50,000.
Accuses Dental Fix of false advertising.

Mobility City - Franchisee highlights changes to the operations manual that impact
profitability and notes dificulties with the marketing fund.

Unnamed franchise - Franchisors abuse the marketing fund to highlight the parent
company instead of specific brands. Brands change requirements and add new
fees and include vendor requirements that are more expensive.

Franchisors aren't held accountable for the way they spend their marketing funds.
Unnamed franchise - Believes there is an increasing imbalance between franchisor
and franchisee. Over years, the agreement has been moclified and is now so

heavy handed that the franchisee is willing to walk away from business.
Relationship is one sided in favor of the franchisor, and federal government needs
to intervene.

Comment from franchise attorey - Opposes mandatory FPR reguirements,
provide greater clarity and flexibility on explanations in the FOD, oppose efforts to
abolish questionnaires, and encourage the use of technology for reading an FDD.
Tutor Doctor - FDD does not include clear standards for franchisors. For example,
Tutor Doctor does not have a good customer relationship management system.
Brand marketing fund is also not reported out on and is not held accountable.
Which Wich Superior Sandwiches - Owns one franchise with a staff of 12 - down
from 15 franchises with a staff of more than 200. Franchisee was given franchise
info that wasn't included in the FDD and was prevented from using that data to
make a decision, Franchisee was asked to make investments in programs and
remodels that weren't disclosed in the FDD. Changes to the operations manual
impact profit, and franchise corporation has required increased rebates and/or fees
from vendors that were not disclosed. Franchisor collects marketing fees but does
not use funds for marketing.

Batteries Plus Bulbs - Owns two Batteries Plus Bulbs stores in Utah with six full-
time and two part-time employees. Since opening, franchisor has purchased
corporate locations with no disclosure on profitability. Franchisor has required store
opening hours that are not disclosed in the FDD. Franchisee fears being bought out
a low price and wants the disclosure to include discussion of the franchisor's
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strategy and tactics, especially with corporate-owned stores and policies regarding
expansion/contraction,

+ Massage Envy - Highlights required vendors for purchasing products. Believes
franchisor is seeking to drive down Earnings Before Interest, Taxes, Depreciation
and Amortization in order to allow for other private equity groups to buy out
franchises.

+ Unnamed franchise - Argues that rules are not properly enforced and that
franchisee has little chance of being able to hold their own legalty.

Virginia

» Dental Fix - Former Dental Fix franchises was influenced to invest after a ride along
with a franchisee that turned out to include exaggerated claims by a pushy sales
person. Franchisee discusses meeting with an SBA lender who told him to “inflate
the value of his home" to get more funds. Highlights insufficient training program
that cost $15,000. After signing the franchise agreement, he ran out of money after
ane year and is cumently stuck paying off the SBA loan. His credit score plummeted
from 800 to 600, he lost 60% of retirement account, and he has marriage problems
and depression. He can't afford to go to the doctor and is worried about paying for
his daughter's education. Through work with a fellow franchises in Virginia, he got a
small settlernent, but still regrets being involved. Hopes to have SBA debt
discharged.

s Dental Fix - Spouse of franchisee who owned a Dental Fix in 2017, Highlights that
royalties and fees were expensive. Franchisor does not support owners.

+ Experimax - Former Experimax owner who is filing for bankruptcy.

Experimax's parent company (UFG) did not disclose legal problems, used false
numbers to obtain an SBA loan, employed misleading tactics to get an equipment
lease, did not have adequate business systems, allowed for territory competitions,
levied expensive marketing and royalty fees, incurred high store closure rate.
Highlights that the store failed to make a profit despite 50-60% margins and poor
initial inventory.

» Massage Envy - Writing on behalf of an LLC that owns seven Massage Envy
locations in Virginia with a staff of 190 employees. Highlights that the FDD does not
disclose information on offers and purchases. Franchise corporation requires
purchases from specific vendors that are more expensive than at market, requires
purchase of liability insurance that is more expensive, and has falled to disclose
criminal and civil liability incurred by Massage Envy. No clear use of marketing fund
or disclosure on how funds are spent. Franchisee encourages FTC to correct
deficiencies in the FOD, require disclosure, and generally improve the franchise
system,

« Unnamed Franchise - Calls for support from the government to oversee
franchisors and discusses how digital points as currency are detrimental.

« Comment from franchise attorney - Believes FTC should not add prohibitions or
sanction practices that prohibit franchisors from providing accurate and truthful
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information. Does not support banning merger clauses, believes guestionnaires are
accurate and widety available.

Washington

Dental Fix - Franchisee is currently considering bankruptcy. Calls the company a
well-crafted scam with subpar training and false claims about the rate of business.
Company misleads on marketing and pits franchisees against each other,
Franchisee took on lots of debt, had to sell house, and has $40k in credit card
debt.

Comment from franchise lawyer - Requests mandating financial performance
data. Notes problems with the FDD and disclaimers. Believes old Franchise Rule
has failed franchisees and needs serious reforms.

UPS - Alleges that franchisors make decisions that impact franchisees negatively.
Include requiring remodels that do not have a proven business case. Prohibiting
UPS stores from using DHL for international shipments negatively impacted
franchisees. Franchisees want to sell but required remodets make itdifficult,

Wisconsin

Experimax - Experimax needs to be examined and general practices need to be
examined. The franchisee was told lies and forced to use someone to create
business plan and fudge numbers for an SBA loan approval. Franchisee was
promised all kinds of help in the FOD and a well-priced supply chain, but did not
receive that.

Unnamed franchise - FOD does not prohibit franchisor from making policy
changes that impact franchisee. Franchisor can do whatever it wants at
franchisee's expense, such as promotions. This benefits franchisor's revenue while
hurting franchisees.

National Organization or State Not Provided by Submitter

CBD American Shaman - MNeed tighter controls over franchisess and need
protection against franchisees that have an online presence and can

poach customers.

Subway - Subway is offering cheaper sandwiches during COMID, but franchisee
has to make up the difference. Makes franchisee use different catering plate form
that adds additional costs to franchisee.

7-Eleven - Highlights risks with 7-Eleven and difficulties with financial projection
disclosures. Notes instances of unfair and opportunistic behavior. Discusses
undisclosed risks (with gasoline sales), declining gross margin, minimum wage
increases, focus on costly fresh foods and hot foods, cost of goods, equipment
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maintenance, poor disclosures, and specific instances of poor behavior by 7-Eleven
corporate,

Dental Fix - Franchisee invested all of his life savings into Dental Fix, and he
highlights that most information available at time of purchase turned out to be
untrue. Contends that the franchise has a high rate of failure - company was

found to be fraudulent in Virginia after a lawsuit.

Discovery Point Franchising - Says Discovery Point Franchising sells real estate
at inflated, unsustainable prices with SBA loan guarantees, Colludes with banks
and provides illegal profit estimates. Franchise sells centers and equipment under
different names. FOD includes fraudulent cash flow estimates and did not disclose
corporate-owned centers. FDD should list all closed locations and publish yearly
statistics over the past five years. Franchisor manipulates the loan amount and
equipment is sold at an inflated price. After franchises fail, taxpayers bail out the
bank, and the franchisor profits from the loan. Discusses the chumning of centers.
Massage Envy - Owned a Massage Envy for eight years with 25 employees.
Highlights changes to the disclosure document for new programs with no verified
business model or proven ROI. Financials in FDD were misleading, and franchisor
relies on revenue from required vendors that charge more for products than the
open market.

Unnamed Franchise - Owns an eguipment repair business and had to make
changes in order to see profitability. Main problem is the franchisor has more
freedom than franchisee, including creating a competing company and requiring
franchisees to purchase goods from certain sources. It's impossible to get out of an
FDD, and franchisors have a leg up.

Service Employees International Union (SEIU)/Change to Win - Highlights five
franchisor practices (incomplete or misleading financial performance
representations, significant capital investments, retaliation against franchisees that
join associations, unfair termination or nonrenewal of franchise agreements, and
arbitrary denial of transfer requests) as problematic. Submits contractual research
and an update on franchise issues that ilustrate how problems related to the model
have persisted or worsened.

7-Eleven - Please look into 7-11 as a franchisor, They have predatory policies, and
franchisees have no way of getting relief.

Unnamed franchise - Argues that most buyers don't understand the FDD and
believes most FODs are accurate. Has instituted guardrails to protect brokers from
fraudulent claims. Encourage buyers to seek legal counsel and explain the
business. Argues that the marketplace is fixing Item 19 and correcting itself.
Unnamed franchise - Franchise contracts lock franchisees in for long terms and
include non-compete clauses. Contracts favor franchisors and lack real protections
for franchisees. Franchisors aren't interested in the profitability of the businesses
that franchisees own and offer no support or procedures, forcing franchisees to
walk away and lose money.

Unnamed franchise - Says franchisor controls all aspects of the business even
though franchisee invests. Franchisee is in the hotel business, so pays a
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commission to websites on top of royalty fees. Evaluation and brand

requirements don't make sense.

Unnamed franchise - Need additional rules and laws to protect franchisees from
corporations. Franchisor finds loopholes and takes percentages in retail.

Also franchisor requires use of certain insurance and gets a kickback on that.
Franchisee was promised a new computer/software system that doesn't work.
Franchisor has forced franchisee to promote giveaways, free vouchers, and holiday
offers that come out of profits.

Unnamed franchise - Item 8 and Item 19 need to be changed to help franchisees.
Item 8 does not disclose enough information about rebates to vendors - requests
disclosure on markups of products. Asks for mandatory disclosure of FPR.
Franchise Rule should prohibit franchisors from using disclaimers and
questionnaires to avoid liability.

Unnamed franchise - Need adequate resources to oversee and enforce the
Franchise rule. Reguest a disclaimer in FDD that states that any
conflicts/changes/additions to policies disclosures or other procedures outside the
FOD are null and void. Recommends that FTC eliminate pre-dispute binding
arbitration clauses, make the FOD be legally binding regardiess of change in
ownership, prohibit disclosure, obligations, or eamings outside of the FOD, require
documentation of financial disclosures, earnings, investrment requirements and
include mandated disclosures (legal, financial, item 20 disclosures and general
improvements) in FOD.

Fair Franchising Initiative (FF1) - Current structure of FDD coupled with lack of
regulation and enforcement hurts small businesses and generates profit for
franchisors and Wall Street. The current system puts additional risk on franchisor.
Franchisors use questionnaires and disclaimers to avoid responsibility and protect
themselves from liability for false claims. Franchisors make changes to Operations
Manuals that impact franchiseas and limit profits.

International Franchise Association - Supports the Franchise Rule in its current
form. FPRs should not be mandatory and should not require executive summaries,
and questionnaires and integration clauses should not be banned.

Asian American Hotel Owners Association - Supports improvements to ltem 19,
reining in the use of disclaimers, and changing the format of the FOD that includes
mandatory FPR and other information.

American Association of Franchisees & Dealers - FTC has the authority to
reform the Franchise Rule, reform financial performance representations to include
all material financial impacts, adjust the force of liability waivers, and impose
stronger enforcement of the FTC rule with Article 5 of the FTC Act. Argues that the
Franchise Rule is not adequate as is.

Independent Association of Franchisees - Highlights examples of abuse by
franchisors and supports changes to the Franchise Rule that include strong
consumer protections.

Oxford Leaming - Says FTC backing implies that FTC reviews and validate
material in FOD when that is untrue. Franchisors are able to hide misleading claims.
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FTC must require franchisors to include documents supporting material claims,
such as patents, lawsuit judgements, education certification/diplomas/degree
confirmation of company executives, income statement and balance sheets filed
with the IRS and SEC. FTC should also require franchisors to include consolidated
income statement of franchises and franchisees that is updated annually and to
provide response to complaints filed.

+ Seniors Helping Seniors - Seniors Helping Seniors franchisee with 50 employees.
Marketing fund has no accountability and has not benefited any franchisee. National
Promotional Fund is also not helpful, and there is no verification that it benefits the
franchisees. Impossible for franchisees to hire legal representation.

+ Seniors Helping Seniors - Seniors Helping Seniors implemented an additional fee
for the Regional Advertising Fund, which has no reporting on how it is used on its
finances. FOD notes that the option to charge a fee is possible, but there's no
disclosure on how the funds are used. Franchisee wants more disclosure and
reporting on how the fund is used.

0
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XI.  Appendix II: Letters to/from Small Business Administration

CATHERINE CORTEZ MASTO CommTTIE
NEVADA FIANCE
BANKING, HOUSING, AND
1r)|m:v\:n'::~w£;°:t;m, R ) UREAN AFFARS
i Tlamtm 5tﬂtw Smatt ENERDY AND NATURAL RESOURCES

RN AFTAMS:

May 21, 2019

Mr. Chris Pilkerton

Acting Administrator

U.5. Small Business Administration
409 3” Street, SW

Washington, DC 20416

Dear Acting Administrator Pilkerton:

| write to request information regarding Small Business Administration (SBA) guaranteed loans to
four franchises. In recent months, my staff have heard about problems with Complete Nutrition,
Dickey's Barbecue, Experimac and Subway from franchisee owners who have SBA-guaranteed
loans and are having trouble with the franchisor. These problems reported by Nevada business
owners are similar to that of other franchisees across the nation:

« Complete Nutrition. Franchisees with SBA-guaranteed loans told us that Complete
Nutrition had made it very difficult for them to be profitable by raising the price they paid for
goods, restricting access to certain products to eam higher franchise payments, prohibiting
intemet advertising and harvesting customers’ data from the store and then marketing to
the customer directly via email offering discounts that the franchisee could not match and
taking away other services from franchisees that were providing them revenue. In March,
Complete Nutrition told its franchisees it would no longer be a franchise and the individual
stores would become independent. The franchisees were also required to make a payment
to become independent. In April of this year, Complete Nutrition eliminated franchisees’
accass to the point-of-sale system, removed franchisees’ locations from its weabsite and
sent an email to the customers of the individual stores telling them that their stores had
been sold and that customers should order online. A few days later, Complete Nutrition
sent an apology email to all the customers of its stores saying the email was sent in error.
Complate Nutrition leadership has not responded to numerous requests for information
from my office. From our research, it appears as many as 66 Complete Nutrition franchise
stores which provide nutrition, health supplements, and other related beauty products have
SBA loans. Some data shows at least 12% percent of the loans have been charged off.
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« [Dickey's Barbecue. Press reports find that Dickey's Barbecue franchises are closing at an
alarming rate, including two in my state over the past few years.' According to Dickey's
Barbecue Franchise Disclosure Document (FDD) dated September 4, 2018, for the fiscal
year ended May 1, 2018, the brand opened 72 new franchised units, but had 83
terminations and 24 ceased operations, for a net store loss of 41 units.” They ended the
year with 521 units. An additional 44 units transferred to new owners. The previous year
showed 88 units openad, 70 ceased operations, and 67 transters. It appears that some of
the loan failures may be due to Dickey's Barbecue providing misleading and inaccurate
information to potential franchisees, resulting in failed businesses and bankrupt owners.” it
appears Dickey's Barbecue was teling franchisees to expect revenue of up to $80,000 per
month but stores eamed much less than that. * Last year, at my request, your staff
provided default data to my office that showed taxpayer-guaranteed loans to Dickey's
Barbecue franchisees failing at a higher rate than is typical for fast-casual restaurants. It
appears that a change in ownership at Dickey's Barbecue has dramatically raised costs for
the franchisee.

« Experimac. Between January 2010 and September 2018, SBA recorded 63 loans to
Experimac franchisees. A number of these franchisees feel the estimated revenue provided
by Experimac was inaccurate and that they have never earned the revenue reported as
typical. Experimac required unusualty high initial payments of $49,500 per franchisee.
Experimac also required franchisees spend $130,000 to design the store and buy the
supplies. SBA guaranteed 63 loans to Experimac franchiseas, of which 86% were made by
Celtic Bank. Celtic Bank quickly scld thern to investors. To date, at least 23% of these
loans have failed. All the charged off loans, and nearly all the loans (54 loans or 86% of all
loans) were financed by Celtic Bank Corporation, based out of Salt Lake City, Utah. In
addition, Experimac was sued by Apple for patent vickations, i.e, "Mac" without telling
franchisees of the lawsuit threat.

+ Subway. Subway franchisees across the nation are struggling to survive with expensive
promaotional offers and corporate decisions that undermine the franchisees' survival, A
recent story noted that nearly 3% of SBA guaranteed loans for Subway franchisees have

' Maze, Jonathan, “Dickey's Barbecue Pit Closes 113 Units." September 14, 2018, Restawrant Busingss.
Avadable at: https://www restauranibusinessonline.com/financing/dickeys-barbecue-closes- 113-units-

franchisees-bolt

" Dickey's Barbecue Festaurants, Inc. (2018)." Franchise Disclosure Document (Rep. No. 620051)."
Wisconsin of Financial instifutions. Accessed May 20, 2019, Available

at: https:/fuwn g anchiseSes i Shash=154

“Miller, Keith. “Can Dickey's BBQ Franchise Cwners Sunive? Franchisees Claim They Received Misleading
MNumbers.” Sl Mauliau October 1, 2018, Available at:
htps A oo/ 2018/ 10/01/can-dic

& n-dickeys-bhag-franc
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been charged off. Subway is accused by its franchisees of using minor infractions to steal
the steres from owners through a rigged arbitration system.”

1 would like to inform my constituents of the resources SBA can provide to help them avoid default.
1 would also like to ensure other franchisees do not receive government-guaranteed loans for
franchises with a history of complaints about unfair and deceptive practices. Therefore, | request
the following information:

1. How is the SBA working with franchisees with SBA loans when a franchises runs into
trouble?

a. Specifically, when the SBA notices high rates of defaults in a franchise, what action
does your staff take to prevent loan failures?

b. I there is a major change in an agreemant, like those that occurred with Complete
Nutrition, Subway or Dickey's Barbecue, what recourse does the SBA have to prevent
loan failures?

c. How does SBA review ownership changes and what can SBA do when such changes
have the potential to harm the revenue of franchisess with existing SBA loans?

d. Regarding Complete Nutrition, what can SBA do when a franchisor terminates the
franchise agresment entirely? Does Complete Nutrition have affiiated brands seeking
SBA-guaranteed loans? If so, what are the other brands?

e. Are there examples of other SBA-guaranteed franchisors making similar decisions as
the one Complete Nutrition made to stop being a franchise? If so, how were the
franchisees compensated? Did the franchisor make payments on cutstanding loans of
the franchisees?

f. Canthe SBA exclude a brand if there are significant problems with one of the
franchises in its portfolio? Has the SBA stopped loan guarantees to one brand because
of problems in a franchise within its portfolio? If so, which franchise brands and
franchise owners and when?

2. How many total loans did SBA make to the four mentioned franchises over the past six
years -- 2013-20197 Plaase break out the loans by year and state,

3. How many of the four franchises have loans that defaulted? How soon after the loan
closed were those loans charged off? Please break out this information by year and state.

4. How many of the four franchises mentioned are behind in their loans but are not listed as
defaulting yet? How soon after the loan closed were those loans charged off? Please
break out this information by vear and state,

“ Kosman, Josh. “Subway's arbitration for minor infractions is out of control: franchisees.” New York Post.
May 5, 2019, Retrieved from;

htips.o oy 20190505/ 50l
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5. What information on revenue, defaults and store closings does the SBA require franchisors
to provide to franchisees seeking SBA-guaranteed financing? Is that information provided
within the Financial Disclosure Document?

According to a 2018 report from the International Franchise Association (IFA), Nevada is predicted
to have the fastest franchise growth in the nation.”While many of my constituents are successful
franchise owners, | am troubled by increasing complaints from entrepreneurs about unfair practices
that are causing them financial difficulties. Please respond to this request by June 21, 2019, For
more information please contact Carol Wayrnan on my staff at 202.224,3542 or
Carol_Wayman@conezmasto.senale.gov.

Sincerely,

oucl i

Catherine Cortez Masto
United States Senator

CC:  United States Senate Small Business Committee Chairman, the Honorable Marco Rubio
United States Senate Small Business Committee Ranking Member, the Honorable Ben
Cardin

" IHS Markit Economics, "Franchisa Business Economic Outlook for 2018." infamational Franchise
Associgtion, January 2018, Available at:
5.//fra Ty [y

74



150

CORTEZ MASTO

* o3
!“I\IM '

June 17, 2019

The Honorable Catherine Conez Masto
United States Senate

516 Hart Senate Office Building
Washington, DC 20510

Dear Senator Cortez Masto,

Thank you for your letter of May 21, 2019, to Acting Administrator Pilkerton regarding U.S. Small
Business Ac ion (SBA) gL 1 loans to four franchises: Complate Nutrition, Dickey's
Barbeque, Experimac, and Subway. Acting Administrator Pilkerton has asked me to respond on
his behalf.

As you may be aware, while SBA is an important resource for financial assistance for would-be
small business owners without access to credit on reasonable terms, the Federal Trade
Commission (FTC) is the key agency for the American public to obtain and report information about
various business entities, including franchises. Because it appears that the concems you raised in
your letter fall within the area of responsibility of the FTC, we have referred your letter to their
Bureau of Consumer Protection for further review /action, As the federal agency with responsibility
for protecting consumers by stopping unfair, deceptive or fraudulent practices in the marketplace,
the FTC conducts investigations, sues companies and peopla that violate the law, develops rules
to ensure a vibrant marketplace, and educates consumers and businesses about their rights and
responsibilities,

In fact, the FTC has a special responsibility when it comes to franchise systems. The FTC requires
franchisors to update their Franchise Disclosure Document (FDD) each year, which includes
statements to inform a prospective franchisee about historical representations (how much existing
franchisaes have eamed in the past) or projections (how much an individual prospective franchisee
s likely to eam in the future), Although franchisors may decide how they wish to disclose financial
performance of the brand (provided that disclosure meets FTC requirements) , the FTC prohibits a
franchisor from making a financial representation that is not true or unsubstantiated.’ Complaints
regarding specific franchisors are normally handied by the FTC under federal law or through state
agencies under state franchise laws. The FTC has resources available to help members of the
public spot scams invalving businesses, including franchise businesses. The FTC also provides a
link on their website for the public to file compiaints. Complaints are shared with law enforcermeant
partners

' For more mhrmallon aboul |he FTC" s veq.uramems lor franchlsocs nchd'ng reqwad dtsclnsum by

75



151

CORTEZ MASTO

and are used to investigate fraud and eliminate unfair business practices. The FTC also releases an
annual report that provides information about the number and type of complaints they receive,

SBA’s engagement in franchise businesses includes its guarantees of loans that are made by its
lending partners to small businesses that operate under an agreament with a franchisor (a
franchisee). A relatively small percentage of SBA’s guaranteed loan portfolio, fifteen percent, is
made up of loans to businesses that operate under franchise agreements. Under SBA's current
franchise review process, SBA raviews franchise brands only to determine if the brand is efigible for
SBA financial assistance based on SBA size standards (including determining if thare is affiliation
between the franchisor and its franchisees) and type of business activity. SBA does not endorse or
recommend franchise brands. Rather, SBA lists those brands found to be eligible under size and
affiliation standards on a publicly available directory so that before making an SBA loan to an
applicant, SBA Lenders may rely on the directory for the franchise brand's efigibility for SBA
financial assistance. However, it is important to note that those lenders are responsibie for
analyzing and making a determination as to the creditworthiness of the brand and of the small
business Applicant (franchisee),

SBA’s monitoring of ongoing franchise loans is generally imited 1o the performance of participating
lenders through its Office of Credit Risk Management (OCEM). OCAM conducts monthly as well as
a semiannual performance analysis of the loan portfolio generally, and with segmeantation, including
loans made to franchisees. OCRM also reviews lender performance and provides individual lender
performance data to SBA Lenders through a lender portal. SBA Lenders are expected to review
the portal on a regular basis, which enables the Lender to identify its loan portfolio performance
down to the individual loan level. OCRM will engage SBA Lenders when identifying trends with
respect to loans to borrowers operating under a franchise agreement, The Lender would be
expected to take action to mitigate risk. If an SBA Lender were to determine that the performance
of a franchise brand did not mest its credit paramaters, the Lender would curtail lending to that
franchise to minimize its risk of loss. If an SBA Lender were to become aware of any information
indicating that fraud may have occurred in connection with an SBA loan, the Lender would be
raquired to report the suspected fraud to the SBA Office of Inspector General, 13 CFR 120,187,

‘When a franchisee with an SEA loan experiences financial difficulty, the SBA Lender would typically
work with the small business to atternpt to address the issues. In addition, SBA's resource
partners, such as Small Business Development Centers, SCORE, Women' s Business Centers and
Veterans Business Outreach Centers, are available to work with small businesses experiencing
difficulties.

Below is SBA loan approval and charge-off data for the last ten years (2019 information is year-to-
date) on the four franchises identified in your letter, both nationally and for the State of Nevada.
(Please nota that SBA loans to Experimac did not pradate 2016.
1. Experimac (Fiscal Years 2016-2019)
Number of SBA loans approved: 77 nationally, 2 in Nevada
Number of SBA loans charged off: 23 nationally, | in Nevada
2. Complete Nutrition {Fiscal Years 2009-2019)
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“Generally, charge-off cocurs when all reasonable efforts to achieve recovery on the loan have
been exhausted or the loan balance is deemed legally uncollactible.

Number of SBA loans approved: 67 nationally, 2 in Nevada
Nurmber of SBA loans charged off: 8 nationally, 0 in Nevada

3. Dickey's BBQ (Fiscal Years 2009-2019)
Number of SBA lpans approved: 246 nationally, 4 in Nevada
Number of SBA loans charged off: 41 nationally, 0 in Nevada

4. Subway (Fiscal Years 2009-2019)
Number of SBA loans approved: 1,551 nationally, 10 in Nevada
Number of SBA loans charged off: 184 nationally, 3 in Nevada

We encourage Congressional offices to reach out to the FTG to learn more about franchise issues

as well as their state Bureau of Consumer Protection for relevant information on franchisors
operating in their states,

We appreciate your support of SBA and the Nevada small business community.

Al

Dianna L. Seabom
Director
Office of Financial Assistance

ot United States Senate Small Business Committee Chairman, The Honorable Marco Rubio
United States Senate Small Business Committee Ranking Member, The Honorable Ben
Card
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CATHERINE CORTEZ MASTO COMMATTERE
NEVADA FINANCE

BANKING, HOUSING, Al

213 MaRT Sgnate Oviecs Buaisin USEAN AFFAIRS

Wisievi by, DC 208510 8 3
[ 9. ENERGY AND NATURAL RESCURCES
o] YLnited States Senate IS
August 1, 2019

Ms. Dianna L. Seabom
Director

Office of Financial Assistance
Small Business Administration

Deear Administrator:

We write regarding your June 17, 2019 letter responding to Senator Cortez Masto's requast for
information about Small Busi A i ion (SBA)-gL 1 loans to four franchises. Your
response did not fully address the questions, nor did you confirm whether the SBA is following its
own protocols when guaranteeing loans to entrepreneurs purchasing a franchise.

In your response, you reported that the SBA guaranteed 256 loans to entrepreneurs from four
franchise brands who were later unable to repay them; hundreds of entrepreneurs lost their
collateral, their savings, may have lost their home, and even forced to declare bankruptcy after
buying one of these four franchises. Your letter noted that nearly one in three loans to Experimac
franchises failed within three years of operation.”

Your letter provided information on loan failure rates in Nevada, but failed to provide the information
about failure rates in other states as requested. Your response also falled to provide the
information about default rates by year, as was requested. Without charge-off rates by year, it is
impossitle to see if defaults are historic, recent or chronic.

Your letter implies that once a franchises has signed a contract with a franchise, then every loan
that mests "SBA size standards and types of business activities™ is efigible as long as a lender
wishes to make the loan. However, the SBA's own Standard Operating Procedure -- Lender and
Development Company Loan Programs, SOP 50 10 5(J)" -- clearly requires the SBA ensure that
the lender does a financial analysis to verify the loan is likely to be repaid:

" Seabom, Dianna. Srnd&n&ness Administration Letter to Senator Cathering Cortez Masto. June 17, 2019,
“ Small Busi ion. *Lender and Ok Company Loan Frog 5 Operating
Hmsama 30050 ;05(4 Jamaw‘l 2018, Rmemdfrom
s /20 o] )
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request must be red. reg

Page 170. Underlining in orlginal.

2 gl Lender’s Credit Analysis: Lender's cradit memoranaum and analysis must address the
Appiicant's ability and likelhood to repay the loan from the cash flow of the business and
past performance by documenting the following:

[..J i, Financial analysis of rapayrment ability:

(&) For existing businesses based on the three most recent years of historical financial
information (tax retums or balance sheet with debt scheaule and income statement] plus an
interim financial statement. (13 CFR § 120.191) SOP 50 10 5(.) Subpart B. Page 172

{b) For new businesses, delailed profections, including the supporting assumptions which
reflect positive cash flow within 2 years will be required.

{c) The financial analysis for all Applicants must address the following as applicabie:

(i) Historical cash fiow for existing busi that diam total dabt senvice
coverage after the SBA loan; if the historic cash flow does not show sufficient dabt service
coverage, Lendsr must obtain from the Applicant and analyze two years of detalled
projections including the supporting assumgptions;

(i} Calculation of operating cash flow (OCF) defined as earnings befors interest, taxes,
depreciation and amortization [....J

b For new businesses, detailed projections, includling the supporting assumptions which
reflect positive cash fiow within 2 years will be requiredt” Page 171-172.

3. “Debt Sanvice (05) is defined as the future required princioal and interest payments on alf
business debit inclusive of new SBA loan proceeds. The Agplicant's debt service coverage
ratio (OCF/DS) must be equal to or greater than 1.15 on a historical anavor projected cash
flow basis and 1:1 on a global basis. To perfarm a complste analysis of oabt senvice, it is
important for a Lendier to obtain a current debt schealule prepared by the Applicant,
includling any shareholder debt” Page 172.

4. b} The Bomrower andror OC will maintain proper books and records, aflow Lender and SBA
access to these records, and furnish financial or reports iy or whenever
requested by Lendier;” Page 227,

We request more information about SBA-guaranteed loans to these four franchises, We also

request information that explains how the SBA provides oversight of lenders. Problems noted a
few years ago continue to occur, including:

1. InaJuly 2011 report, the SBA Office of Inspector General (OIG) reported that SBA must
enforce its requirements and ensure the bank receive and verify financial performance data
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prior to making a loan.” SBA's OIG found that a bank violated 7(3) loan program rules by
disregarding relevant and available data, which indicated that the franchises’ revenue
projections were unreasonabile. Had the lender complied with SBA's requirerments to use
and assess the feasibility of realistic projections, 12 loans to Huntington Leaming Genter
franchisees would have been declined. The OIG recormmended that the SBA “[ljmprove the
quality of franchise loan data by implementing a plan to ensure the completensss and
accuracy of data pertaining to new franchise loans made in the future and comect existing
incomplete loan records.”

2. A September 2013 Government Accountability Office (GAO) report concumred, finding that
“franchisees noted difficulties mesting anticipated revenue estimates.” GAQ noted that
franchisors' “mited access to information that would aid [franchisees] in business
planning.” According to GAQ's analysis, “the first-year projectad revenues on loan
applications involving [a] loan agent or her employer were, on average, more than twice the
amount of actual first-year revenue for 19 of the 24 franchisees reviewed.” GAD noted that
first-year revenue estimates are not necessarily available to potential franchisees in the
franchise organization's financial disclosure document nor do federal regulations require
franchise organizations to provide actual first-year average revenues for start-up
businesses in their disclosure document. The GAO recommendad that SBA improve its
oversight of its loans portfolio, such as default status, number of loans, and loan agent
information.”

Plaase answer the following questions:

1. How is the SBA working with franchisees with SBA loans when a franchisee runs into
trouble?

a. Spedifically, when the SBA notices high rates of defaults in a brand, what action
does your staff take to prevent loan failures?

b. If there is a major change in an agreement, such as changes that occurred with
Complate Nutrition or Dickey's Barbecue, what recourse does the SBA have to
prevent loan failures?

. What can the SBA do when a franchisor, such as Complete Nutrition, terminates
the franchise agreement entirety? Can the SBA require the franchisor make
payments on outstanding loans of the franchisees? Has the SBA collected the
guarantees paid out by SBA from any franchisor? Will the SBA seek recovery from
the lender of all purchase amounts disbursed it the underlying financial information
was inaccurate?

" Dffice of Inspector General, 1.5, Smal Business Administration. *Banco Poputar Did Not Adequately
Assass Borower Rgpayment Abiity Whean Originating Huntington Laarming Center Franchise Loans.” Repon
Number: 11-16, July
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d. Can the SBA exclude an owner of a troubled franchise brand who has other
franchises if there are significant problems with one of the franchise brands in their
portfolio?

a. Has the SBA stopped loan guarantees to one franchise because of problems in
another franchise with the same ownership? If so, which franchise brands?

Please provide charge off loan data for all states', broken down by state, for Complete
Nutrition, Experimac, Subway and Dickey's Barbecue. Please list the defaults for each
franchise brand by state for all states.

. How many SBA backed loans to these four franchises are behind in their exempt status but

are not yet listed as defaulting?

Of the 256 charge offs to SBA-guaranteed loans to Complate Nutrition, Experimac,
Subway and Dickey's Barbecue franchisees, how soon after the loan closed were those
loans charged off? Please provide information for each franchise by how many loans
defaulted within a year, two years, three years, etc. and by state for all states as
appropriate.

. Were any of the agents associated with any of those franchise brands praviously

suspended from the SBA program for misconduct or another reason?

. Franchisors are not required to provide actual financial information in the Franchise

Disclosure Document to franchisees. However, the SBA still requires lenders receive
historic financial data. What information on revenus, default and store closings does the
SBA require lenders receive from franchisors? Of that material, what is provided to the
franchisees taking out the loan to buy the franchise?

" "States™ is defined to include all 50 states, teritories, and the District of Columbia,

a1
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Please respond to this request by September 9, 2019 Fur mare information, please contact Carol
Wayman at 202.224.3542 or at Ca AT Zas ) I

Sincerely,

oo i yx
Catherine Corez Masto Tammy Baldwin
United States Senator United States Senator

CC: Senate Small Business Committee Chair Marco Rubio
Senate Small Business Committee Ranking Member Benjamin L. Cardin

a2
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September 19, 2019

The Honarable Cathering Cortez Masto
United States Senate

516 Hart Senate Office Building
Washington, DC 20510

The Honorable Tammy Baldwin
United States Senate

709 Hart Senate Office Building
Washington, DC 20510

Dear Senators Cortez Masto and Baldwin:
Thank you for your follow up letter of August 1, 2019, regarding U.S. Small Business

Administration (SBA) ¢ 1 loans to franchi in four franchise systems: Complete
Nutrition, Dickey's Barbeque, Experimac, and Subway.

Attached per your request is a data table that discloses, by fiscal year, the number and
dollar amount of loans approved for each of the four franchise systems by state, as well as
the charge off rate by units and dollars, and the SBA's pro-rata portion of the losses. Also
attached are data tables which provide charge off loan data for all states, broken down by
state, and how many loans defaulted within a year, two years, etc., as well as how many
loans are curment/non-current (but not yet in default),

You have asked about the prevention of loan failures by franchisees in SBA's guaranteed
loanprogram. SBA financial assistance is designed to give small businesses that lack credit
elsewhera an opportunity to start, build and grow their business. Unfortunately, not all SBA
borrowers will succeed, The probability of success and risk of loan failure are assessed by the
lender and the small business applicant prior to the lender making the loan. SBA provides
lenders with detailed guidance on eligibiity and underwriting standards in Standard Operating
Procedures (SOP) 50 10, "Lender and Development Company Loan Programs.” Lenders must
consider, among other things, the creditworthiness of the applicant and the feasibility of the
applicant’s business plan. In accordance with SBA Loan Program Requirements, loans are not
considered creditworthy unless the lender has determined up front that there is reasonable
assurance of repayment from the operations of the small business.

Pursuant to the Federal Trade Commission's ("FTC®) amended Franchise Rule, 16 CFR
Part 436, franchise systems ("Franchisors”) are required to disclose certain information to

&3
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prospectivefranchisees ("Franchisees®) in the form of a Franchise Disclosure Document (*
FDD") and Franchise Agreement prior to any payment by the Franchisee to the Franchisor.
SBA requires lenders to obtain a copy of all documents that a Franchisor requires a
Franchisee to sign in order to open and operate a franchise as part of the application for
an SBA-guaranteed loan. When considering an application for an SBA-guaranteed loan,
lenders are required to exercise the same level of prudence and care in extending credit
that they do for their similarly-sized, non-5BA guaranteed commercial loans.

Once a lender makes a loan to a Franchisee, SBA requires the lender to service the loan in
a commercially reasonable and prudent manner. SBA provides additional written guidance
through SOP 50 57 2, "7(a) Loan Servicing and Liquidation® in the event that certain
sanvicing actions become necessary during the life of the loan. SBA will work with the
lender and the small business, if necessary, to Iry to resolve any issues.

Should an SBA-guaranteed loan become seriously delinquent or classified in liquidation, SBA
requires that lenders make a good faith effort to negotiate a workout plan on the loan,
wheneverfeasible. Generally, a workout agreement restructures the material terms and
conditions of the debtor's definguent loan in order to: avoid the need for actions such as
foreclosure or bankruptcy; enable the debtor to cure defaults and improve repayment ability;
and enable the creditor to maximize recovery on the loan. SBA's prior written approval of a
workout plan is not generally required,

In addition, SBA’s resource partners, such as Small Business Development Centers, SCORE,
Women' s Business Centers and Veterans Business Outreach Centers, are available to support
small businesses (including small franchisees), whether or not they seek financing, and
particularly when experiencing operational issuas.

You have also asked about situations where there are changes to a franchise agreement. After
the initial review of an agreement and placement of a brand on the SBA Franchise Directory
("Directory®), SBA requires Franchisors to make an annual certification regarding any changes
to the franchise agreement that might affect the eligibiity (e, size/control and nature of the
business) of the franchise system for SBA financial assistance. Franchisors that use SBA's
standard form of addendumn are not required to provide an annual certification.

You also asked if SBA seeks recovary from the Franchisor in the event that a Franchisee
defaults on a loan. SBA is not a party to the franchise agreemant and, as a result, SBA has no
contractual or other direct relationship with the Franchisor. Further, the Franchisor is not a
guarantor of the loan, It is the responsibility of the lender to make and collect all loans for
which they received an SBA guaranty. In accordance with SBA Loan Program Requirements,
the lender must datermine up front that there is reasonable assurance of repayment from the
operations of the small business. In accordance with SBA Loan Program Requirements and
prudant lending standards, the landar sats the terms and conditions of sach loan and the loan
is funded and collected in accordance with those terms and conditions.

In the event of default and liquidation, the lender must seek recovery based on the note terms
from all sources identified and, with respect to 7(a) loan s, must kquidate all business personal
property collateral prior to requesting SBA to honor the guaranty. SBA reviews purchase
requests and supporting documentation when presented to one of SBA's purchase centers
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and determines if the loan met eligibility and credit requirements at the time of approval. Should
the lender not have followed the Loan Program Requirements, SBA may be released from its
liability to honor the guaranty and the lender bears the entire loss, if any.

As we indicated in cur letter of June 17, 2019, SBA has created the Directory of all franchise
and other brands reviewed by SBA that are eligible for SBA financial assistance. The Directory
only includes business models that SBA determines are eligible under SBA's affiliation rules
and other eligibility criteria. If SBA determings the franchise system or business model does not
meet all of SBA’s eligibility criteria, the brand will not be included on the Directory. Please note
that *eligibility” criteria do not include repayment abifity, which is an indicator of
creditworthiness.

You have asked "[hlas the SBA stopped loan guarantees to one franchise because of
problems in another franchise with the same ownership?* SBA has not stopped
guaranteeing koans to franchisees of one franchise system because of problems in another
franchise system with the same ownership.

Individuals and entities suspended, debarred, revoked, or otherwise axcluded under the SBA
or Government-wide debarment regulations are not permitted to conduct business with SBA,
including participating in an SBA-guarantead loan, Lenders ara responsible for consulting the
G | Services Adrr on's System for Awards Management's (SAM) Excluded Parties
List System (EPLS) or any successor system to determine if an employee or an Agent has
been debarred, suspended or otherwise excluded by SBA or another Federal agency. There
have been no Agent suspensions or debarments in connection with the subject franchise
brands.

You have asked about the availability of financial data related to a franchise system. Pursuant

to the FTC's amended Franchise Rule noted above, Franchisors may include representations

about their financial performance in their FODs, and if they do so, must follow the guidance in

the FTC's Cornpianoe Gunde specmcalhr Itam 19, (Ses,
.hm

- ina brand s FDD generalf does
not include financial information for a specific location. Under all SBA loan programs, not just
loan s to a franchise brand, lenders are required by regulation (13 CFR § 120.150) and SOP
(S0P 50 10 5(K) to address in their credit analysis for each loan application the Applicant's
ahility and likalihood to repay the loan.

Lenders should follow their normal procedures in obtaining the required financial information
when analyzing the credit for a loan to a franchise. This information may come from the FDD,
the seller of the business, or the projections of the applicant. We do not require lenders or
Franchisors to provide revenue, default or store closings information to SBA, nor do we
provide such information to any franchisee,

The Office of Cradit Risk Management ("OCRM") is responsible for oversight of all lenders
participating in SBA loan programs. OCRM conducts regular review and examination of
lender s and thair respective loan portfolios to ensure compliance with SBA Loan Program
Requirements. Lenders receive information regularly to identify any areas of concemn, with

85
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recommendations for corective actions. SBA has no authority to review or examine
Franchisors and only reviews the brand for affiiation and eligibility for SBA financial assistance
and placement of the brand on the Directory.

We encourage Congressional offices to reach out to the FTC to learn more about franchise
issues as well as their state Bureau of Consumer Protection for relevant information on
Franchisors operating in their states.

We appreciate your continued support of SBA and the Nevada and Wisconsin small
business comsmunity,

Sincerely,

Rnisbaton

Dianna L. Seabomn
Director
Office of Financial Assistance

86
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CATHERINE CORTEZ MASTO EOMANTIEES
NEVADA FINANCE

BANKING, HOUSING, AND
AN AFFAITS

llnitm 5{3{% stna[t ENEAIGY AND NATURAL RESOURCES

BNDIAN AFFARS

April 13, 2021

The Honorable Isabel Casillas Guzman
Administrator

Small Business Administration

409 Third Street, SW, Suite 7900
Washington, DC 20416-2230

Dear Administrator Guzman:

1 write to you today regarding my office’s publication of a staff report entitled “Strategies to
Improve the Franchise Model: Preventing Unfair and Deceptive Franchise Practices.” This report
raises concerns about the current state of some franchising business models and suggests
solutions to improve outcomes for small business owners, workers, communities and taxpayers.
In my discussions with franchisees, both in Nevada and across the nation, as well as recent press
stories, it is clear that the federal government must do more to protect entrepreneurs from
deceptive practices.

My report details specific improvements the Small Business Administration (SBA) can take
within its administrative authority to help franchise business owners avoid deceptive practices.
These include:

* Require revenue and store closure data for franchise owners receiving SBA-guaranteed
loans;

+ Prohibit franchise corporations from disclosing revenue data that is in direct conflict with
the information contained in a disclosure document;

*  Publish loan default data by franchise brand and cease guarantees for brands with high
levels of defaults;

* Require that only franchises that include historic revenue data in its Financial Disclosure
Document (FDD) are eligible for SBA guarantees on loans;

* Prohibit SBA guarantees on loans for franchises that include mandatory arbitration,
prohibitions on associations or other unfair practices; and

+ Establish a franchisee help line for franchise owners facing issues.

1 have reached out to the SBA Office of Legislative Affairs for technical comments on
legislation I plan to introduce this Congress that requires the SBA act to reduce defaults on
franchise loans. These bills include protections recommended in the report, such as requiring the
disclosure of financial performance data for all SBA-guaranteed loans, ensuring the SBA publish
loan performance data for all franchise brands and preventing loans to franchise brands with high
rates of default. In many cases, my legislation is not necessary, the SBA can implement these
protections administratively.

LASVEQAS MCSILE OFFICE
BEAVING RURAL KEVADA
{T75) H5-14

I 85
Fax: (176} 686
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Given the information and data in the report, I urge the SBA implement its recommendations and
take action to enforces existing rules that require franchisors follow fair practices in order to
receive loans backed by taxpayer funds. I look forward to meeting with you to discuss the report
and what steps the SBA can take to protect franchisees from fraudulent and deceptive practices.
Please respond to this letter no later than May 28, 2021. If you have any questions, contact my
staff, Carol Wayman, at Carol Wayman(@cortezmasto senate.gov or at 202-224-3150.

Sincerely,

findipic

Catherine Cortez Masto
United States Senator
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Nnited States Senate

WASHINGTON, DC 20510

March 1, 2022

The Honorable Isabel Casillas Guzman
Administrator

Small Business Administration

409 Third Street, SW, Suite 7900
Washington, DC 20416-2230

Dear Administrator Guzman:

We write to inquire if franchisees with Small Business Administration (SBA)-guaranteed loans
may receive debt relief when their franchisors are cited for unfair or deceptive practices; does the
SBA permit franchise borrowers whose brands were sanctioned to have the borrowers’
outstanding debts forgiven?

In the past few years, some state regulatory agencies sanctioned some franchise brands for
deceptive practices. In addition, some courts found some franchises liable for unfair or deceptive
practices. The Federal Trade Commission and the Department of Justice filed suit against a
specific brand as well last month, Some examples of court or regulatory actions pertaining to
specific franchise brands include:

*  The Federal Trade Commission and the Department of Justice filed a suit against the
Burgerim franchise for deceptive practices and violations of the Franchise Rule.'

* The State of California ordered Burgerim to pay nearly $4 million in fines and refund the
franchise fees paid by more than 1,500 people after finding that the company violated
numerous state franchise regulations.” Washington and Maryland also revoked
Burgerim’s right to sell franchise registrations.’

* The Commonwealth of Virginia and Washington State settled claims with Dental Fix
franchise, finding that the franchise made unclaimed statements of material fact,
including misrepresentations of franchise revenue forecasts or omitted material facts in
the offer and sale of franchises.*

5 hl:ps fiwwa, ncstauramdnc cormrlcx\sfburgcnm-drama -MOuNIs-as-wa- rnd nc\okc franchise-registration/572232/
fwww, H
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¢ In 2017, a Texas jury returned a unanimous verdict in favor of 52 qualifying Curves
franchise owners, awarding them 80% of their net operating losses, totaling
approximately $1.5 million.” Curves appealed the decision to the United States Court of
Appeals for the Fifth Circuit. The parties ultimately settled while the case was on appeal.

Court decisions and regulatory actions that find violations of law or unfair practices should affect
the SBA’s process related to current and future loans. Please respond to these questions:

®  After a finding of unfair or deceptive practices against a franchisor, does SBA relieve the
franchisee borrower of the requirement to pay their loan? If not, why not?

* After a legal or regulatory decision of wrongdoing by a franchise, how does SBA
investigate the loan process and lenders who made the initial loans to ensure SBA’s
standard operating protocol was followed?

¢  How would the SBA determine if the lender failed to do its due diligence to ensure that
the loan was repayable by revenue from the franchise business per the standard operating
protocol?”

* Please describe any investigations undertaken by the SBA into the decision-making
process of lenders or brokers of franchise loans with high rates of default?”

o If'the lender was aided by a franchise broker, does the SBA investigate the actions of that
broker as it may relate to other franchises?

*  When SBA experiences high rates of defaults for its guaranteed loans for specific
franchise brands, what action does the SBA take?

o For example, SBA stopped guaranteeing loans to Burgerim after complaints
surfaced.’ However, at least 119 Burgerim franchisees had $38 million in SBA

* Amanda Smith Tculsch “Curves Fr.mc]usees Flle Suit over Colldpsc of Compam " Legal Newsline,
February 25, 2020, 52397 iL-gv

of-company:

Anne Armstrong et al. v. Curves International, Inc. 6:15-cv-294-RP, (W.D. Tex. 2017);

“Fortman Law Wins $1.5 Million for CURVES Franchisees™: “Jury Awards Franchisces 80% Net

Operating Losses.” Blue Maumau, April 27, 2017,

¢ Small Business Administration, “Lender and Development Company Loan Programs. Standard Operating
Pmr.»edure_ SOP 30 FOerJ," Jarmar_\' 1, 2018. Retrieved from:

hi WIWW 30v/8i [2017- 10/SOP%2050%20 10%205%281%29 FINAL pdf

7 Patrick Clark. 'F ranclusc Loans chp Blomng Up. and thc Gov cmmcnl chps Backmg 'f‘hcm Bloomberg, May
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guaranteed loans. What relief was provided to Burgerim borrowers with
outstanding SBA-guaranteed loans?

* Did SBA publish any guidance following problems with specific franchise brands with
high rates of SBA defaults? If so, please share such guidance.

*  What discussions has SBA staff had with the SBA Oftice of the Inspector General
regarding high default rates for certain franchise brand loans?

e Has the SBA ever denied a guarantee to a lender for a loan to a franchise? If so, when, to
which franchise brand and based on what criteria?

¢ Does the SBA share loan default information with the Federal Trade Commission to
highlight problematic franchise performance?

Court and state government actions, along with concerns raised in Senator Cortez Masto’s
office’s 2021 report, Strategies to Improve the Franchise Model: Preventing Unfair and
Deceptive Franchise Practices,” continue to demonstrate the need for greater disclosure of the
risks of investing in certain franchise brands and increased SBA oversight over its guaranteed
loans to franchise businesses.

In 2019, SBA provided charge-off loan data for SBA-guaranteed loans to franchise investors in
Burgerim, Complete Nutrition, Experimac, Massage Envy, Subway and Dickey’s Barbecue.
Please provide an updated analysis of the default rate for each of these franchise brands as well
as Dental Fix and I Heart Mac & Cheese franchises. Please provide default rates nationally and
by state as of the end of 2021 for these franchise brands.

As noted in previous correspondence, SBA has the administrative authority to help franchise
business owners avoid deceptive practices. These include:

¢ Require that only franchises that include historic revenue data in its Financial Disclosure
Document (FDD) under Item 19 are eligible for SBA guarantees on loans;

¢ Prohibit franchise corporations, their franchisor brokers, or recommended loan brokers
from disclosing revenue data that is in direct conflict with the information contained in a
FDD;

* Publish SBA-loan default data quarterly by franchise brand;

Lhwww isg%a20Repont¥e20from%e20the? 200 Tice%e200f

%%20Senator20Canes%20Masto. pdl
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¢ Prohibit SBA guarantees on loans for franchises that include mandatory arbitration,
prohibitions on franchisee associations or other unfair practices; and

* Establish a franchisee helpline for franchise owners facing problems.

We support two bills to provide protections for franchisees: (1) The SBA Franchise Loan Default
Disclosure Act, (S. 2162), which requires SBA to publish loan performance data for all franchise
brands and (2) the Small Business Administration Franchise Loan Transparency Act, (S. 1120),
which requires the disclosure of financial performance data for all SBA-guaranteed loans. This
legislation is not necessary; the SBA can implement these protections administratively and
improve outcomes for small business owners, workers, communities and taxpayers.

We look forward to meeting with you to discuss the steps the SBA can take to protect

franchisees from unfair and deceptive practices. Please respond to this letter no later than April
15,2022,

Sincerely,

(bni e b

Catherine Cortez Masto Elizhbeth Warren
United States Senator

United States Senator

CC:  The Honorable Hannibal “Mike™ Ware, Office of Inspector General, Small Business
Administration

The Honorable Lina M. Khan, Chair, Federal Trade Commission

The Honorable Noah Joshua Phillips, Commissioner, Federal Trade Commission
The Honorable Rebecca Kelly Slaughter, Commissioner. Federal Trade Commission
The Honorable Christine S. Wilson, Commissioner, Federal Trade Commission

Mr. Sam Levine, Director of Enforcement, Federal Trade Commission
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Brandon Moore
brandon.c.moore@gmail.com

March 13", 2022

The Honorable Ben Cardin The Honorable Rand Paul,

Chairman, Senate Committee on Small Ranking Member, Senate Committee on Small
Business and Entrepreneurship Business and Entrepreneurship

509 Hart Senate Office Building 167 Russell Senate Office Building
Washington, DC 201510 Washington, DC 20510

Dear Chair, Ranking Member, and Members:

On behalf of Dental Fix Rx Franchisees, both current and former, we are writing to voice our
support for not only Senator Catherine Cortez-Masto’s two bills that she has introduced, but for what she
currently stands for. Over the past five years | have been organizing Dental Fix Rx Franchisees to help
alleviate themselves of the negative impacts that this franchise has had on our livelihoods, as well as our
families. Catherine Cortez-Masto has been a consistent champion of Franchisee Rights and has zeroed
onto, with surgical precision, the issues that currently plague the franchising industry.

As Senator Cortez-Masto discussed in her letter Dated March 1, 2022, addressed to the
Honorable Administrator Isabel Guzman, of the Small Business Administration, this franchisor, Dental Fix
Rx, has settled claims with both the Commonwealth of Virginia® and Washington State’ and has been
found to have made serious misrepresentations during the Franchisee’s Due Diligence process, including
providing lllegal Earning Claims, and omitting material information from the sales process.

We are continuing to pursue other state level Investigations as well, and our participation in the
public process is because of our strong desire to continue pushing this effort, as many families are
prevented from receiving the proper closure needed to close out this chapter of their life and move on.
A large reason we must resort to political action of this magnitude is because of the difficulties with
recovering via civil litigation when a Franchise Agreement is involved, as well as the Franchisor's
aggressive litigation tactics to keep this issue out of the spotlight, but that is a different effort than what
we ask of you today.

Dental Fix Rx's lllegal Earning claims became the basis and justification for a series of 55 SBA
Backed Loans for this Franchise. To date, 48% of the SBA Backed Funds allocated to this Franchisor, has
been charged off. To quantify the losses to taxpayer, out of the over 56M in SBA Backed Money issued ta
this franchisor, over $3M has been charged off, and likely refunded to the bank. This makes Dental Fix Rx
loans one of the riskiest, and poorest performing Franchises that the SBA has provided funds for in recent
history. While the dollar amount is relatively low compared to other brands with similar issues, | can
assure that the impact of this loan on a franchisee who relied upon the illegal earnings claims, is
immeasurable.

* http://www.unhappyfranchisee.com/dental-fix-fi
“ https://dfi.wa.gov/documents/securities-orders/s-19-2776-20-CO01. pdf

1
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The two bills being discussed, The SBA Franchise Loan Transparency Act of 2021 (5. 1120) and the
SBA Franchise Loan Default Disclosure Act of 2021 (S. 2162) are both a vital step in the right direction
when it comes to improving pre-sales disclosures of Franchise Performance. Had Dental Fix Rx Franchisees
had this information available to them, and presented within the correct context, it would have allowed
Praspective Franchisees to make more informed decisions about whether to purchase this franchise.

In recent media discussions, this issue has been likened to the Student Loan Fraud crisis, where
unscrupulous educational institutions were using government backed loans to fund their business. This
is no different than that scenario. In fact, the Franchisor in this scenario stopped growing after the SBA
Loans ceased being issued to this brand, and now is no longer franchising. They are unable to sell new
units, train new employees, and stopped developing the brand, thus depriving the franchisees of the
investment they made into the franchise, the investment made with SBA backed money.

| have included flyers and communication from this Franchisor that indicate the Loan Program for
Dental Fix Rx was custom made by the SBA for this Franchisor and was used to deceive franchisees inta
thinking the SBA endorsed this franchise. Also attached, is an excerpt from the deposition of David Lopez,
Dental Fix Rx's CEO, where he blames the SBA Loan for causing the Franchisees to fail and refers to SBA
Funds as Monopoly Money. This was prior to being held accountable by Washington and Virginia. | have
also attached a letter dated February 7, 2019, where an Administrative Wage Garnishment Hearing
Officer validates the numerous claims of False Certifications in connection with my personal loan, he then
goes on to compare me to a robbery victim before explaining that | need to repay the loan.

Co-signing this letter of support with me, are 22 additional current and former Dental Fix
Franchise Owners, who have all obtained these loans. Together we all hold, or held at one time, over 53.5
Million of SBA Backed Debt to this franchisor, or about 45% of the 57.5 Million loan volume. Many of us
are bankrupted as a result, or have had their retirements delayed, or are otherwise financially hamstrung
because of this loan. Our families continue absorb the impact of these loans by not being able to save for
children’s education, save for our own retirement, or even basic qualities of life such as home ownership.
For Committee Members in Maryland, Washington, New lersey, lllincis, Florida, Idaho, and Louisiana, |
will be working with these signatories over the coming days to put them in touch with your office, so that
you can firsthand hear the impact of this scheme from your constituents.

In closing, we kindly request that this committee supports Senator Cortez-Masto's efforts,
including her two bills. We also ask that, per the recommendations in her report titled “Strategies ta
Improve Franchise Model”, that an investigation be opened within the SBA, with the goal to seek borrower
relief and hold the franchisor, Dental Fix Rx, accountable wherever possible. We do not wish this scenaria
to happen to any other of our fellow citizens, and these actions are the first step towards ensuring that.

V/R

DocuSigned by:

Branden (. Moo

OBOTEZATTAIFACD.
Brandon Moore
PracticeWorks, LLC
Haymarket, Virginia
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Carol Boyle, CA Boyle, LLC
Mesa, Arizona

DocuSigned by:

Stalt Flanary

ADICFDOADEB 143D,

Scott Flanery, Milkota, LLC
Cave Creek, Arizona

DocuSigned by:

[ZWEFCECJ 483,

Brian Coyne, Coyne Holdings, LLC.
Dunedin, Florida

DocuSigned by:

ISCADBBTAME2ADC

Gregory Grant, DFX Idaho, LLC
Boise, Idaho

[ — D -
-EEElSBSE?“D i

Ronald Rasavong, Midwest Precisions Tools
and Equipment, LLC.
Mount Prospect, lllinois

DocuSigned by:

St Mesie

FISDATCIRBEFACD...

Steven Moore, Blue Blanket Enterprises
Carmel, Indiana

Wil 7 17
(4071

OABOCFCCFB41457.

Charles Hunter, Hunter Repair, LLC
Metairie, Louisiana

DocuSigned by:

N

Mark McDonald, Dental Equipment Services
Potomac, Maryland

baeusugn-ug
[%1/

588?‘:0353920450

Marc Boyler, Marc Boyler Company, LLC
Monmouth Junction, New Jersey

Docusigned by:
Mart Divats

D4SIEBACOFAZFD

Mark Dirato, Four D Enterprises, Inc
Brick, New lersey

G

838230888618410,

Anthony Tolder, ART Services LLC
Houston, Texas
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(s Pt

James Moretti, AlA Enterprises Inc.
New Milford, New Jersey

The 14" Franchisee cannot participate
publicly, due to speech limiting provisions
in a forced settlement agreement. The

alternative was Bankruptcy.

DocuSigned by:
(el

25CCICDIDITEA80.

Yun He Ho, Rey Ventures, LLC
Kew Gardens, New York

Crystal Anderson, Caja Bleu Inc
Fishkill, New York

DocuSigned by:
Ed U2 1l

B3

William Mullen, W.C.M. Enterprise, Inc.
Toledo, Ohio

15

DocuSigned by:

e
‘:.. \A

ADAABC2 10ABBAE2.

Humberto Gomez, Dental Tech LLC
Arlington, Texas

D;:-iminmdny:
E{;‘j: K "
A TARSAES,

Gregory Easley, JNG Enterprises, LLC
Temple, Texas

DocuSigned by:
Manis Eavtia.

DOZEADETCRSAAS

Mario Garcia, GMA's Dental Fix, LLC
Houston, Texas

DocuSigned by:
= = o
= f,/’-f)

E2473CABINDCART

lason Patrick, IP’s Service and Sales
Hampton, Virginia

DocuSigned by:

Pilair Wraliim

Zuhair Ibrahim, Ibrahim L.L.C.
Alexandria, VA

Ron Crigger, RC Concepts, Inc.
Spokane, Washington
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M G mail Brandon Moore <brandon.c.moore@gmail.com>

Fwd: First Financial SBA Program Flyer

Frank Schultz <cfrankschultzjr@gmail.com> Thu, Mar 10, 2022 at 8:42 PM
To: brandon.c.moore@gmail.com

———— Forwarded message ——

From: <scott@dentalfixrx.com=

Date: Mon, Nov 14, 2016, 12:26 PM

Subject: First Financial SBA Program Flyer

To: charles schultz <cfrankschultzjr@gmail com>

Charles,

Please find the details of our SBA financing program attached. They will finance $150k which provides
you with the initial investment as well as six months working capital. Feel free to reach out to Jelena.
Her info is on the flyer. The program was created for Dental Fix by the SBA. They turn around
approval in 72hrs and fund within 45 days.

Scott

Scott V. Mortier

EVP of Business Development
Dental Fix RX, LLC

4380 Oakes Road, Suite 814
Davie, FL 33314
773.255.4095 Cell
561.455.9907 Fax
scott@dentalfixrx.com

www. dentalfixrx. com
Facebook

Twitter

e First_Financial_Flyer.pdf
274K
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Dental Fix RX
4380 Oakes Road, Suite 800
Davie, Florida 33314
ol Tel: (954) 320-7610 Fax: (954) 587-2551

Service & Equipment

$150,000 SBA Express
(Working Capital)

The SBA Express Loan makes it easier
to process and fund low dollar loans up
to $150,000!

Program Specifics

+ Start Ups/Existing / Home Based

« No bankruptcies, judgments or liens

+ CANNCT have over two Bank inquiries

+ 675+ Credit Score

+ 2.25% Provider / Application Fee Upfront

+ APPLICATION ONLY (once approved must submit a financial package for verification)
« Approval within 5 to 7 business days

= /‘) f_)/ : f—;//////f'—'r‘)/

Start Ups and Existing Businesses

« Up to $150,000

« Verification of documents (financials and SBA forms 45067, 1919}
+ Interest Rate is Prime Rate (WSJ) plus 2.75% up to 4.75%

+SBA / Bank Fees

+ SECURED with UCC Ton business assets

+Term 10 Years

+ Closes within 30 to 45 days

+FUNDS

The SBA Express is a streamlined process that is easier, quicker and
faster it reduces lender transaction cost, and increases access to
working capital for small business, franchisees and entrepreneurs.

Call Jelena Kuchar at (800) 956-7313
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Do R B i 35-1 Entered on FLSD Docket 11/26/2018 Page 150 of

213
150

1 doing the loans.

2 Q All right. So you've used that phrase "people
3 don't have skin in the gane."

4 R Yes.

5 Q So if somebody takes out a lean for, say,

] $120,000 --

7 A Yes.

B Q -- and they personally sign in that loan --

9 A Yes.

10 Q -- your -- in your terminology they don't have
11 skin in the game?

12 2 Correct. They're using other pzople's money.
i3 Q And what about the fact that the bank will sue
14 them on their personal guarantee and taxe $120,000 from
15 them?
16 A When we looked at the number of franchisees
17 that failed, the vast majority on it -- I don't -- don't
18 quote me on the number, but I want to say we looked at
19 the data. It was like 90 percent of our failures were
20 the ones that took bank loans. So for me my correlation
21 of it was, I don't have any skin in the game.
22 If Brandon would have taken the money from his
23 savings account or from his wife, he wouldn't have
24 walkec. He would have known that was real meoney. But
25 because it was Monopely money, it was bank's money, he

Lopez, Dawvid 30(b) (6)
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Page 151 of

just walked. I saw it happen over and over and over
again. And as soon as we saw it happen, I stopped.

Q So you think that somebody who has thes United
States covernment ready to come after them $120,000
walks away because they think it's Monopoly money?

B Yes.

MR. EINHORN: Objection, argumentative.
THE WITNESS: Yes.
BY MR. SILVERMAN:

Q You do think that?

A Well, wyou -- that's what the data tells me.

Q Okay.

A At the time that I did it, I didn't think
that.

Q Okay.

A I take loans all the time, and I realize
they're real and 1 got to pay them back. And I've never
defzulted on a loan in my life. So I don't believe that
way, but I believe the people that -- in Dental Fix,
thkat's how they were thinking, yes.

Q Okay. The third Lopez down you say -- you
start saying, "Yet we didn't have any franchisees suing
us."

I'm not going to ask you about that sentence.

Then it says, "You knew the attorney, Robert Zareo, who
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OFFICE OF GENERAL COUNSEL

Brandon C. Moore
12121 Sierra Sunset LN
Gainesville, VA 20155

Re: U.S. Small Business Administration Loan # 7758315007
Administrative Wage Garnishment Decision

GARNISHMENT HEARING DECISION

On October 9, 2018 the Department of the Treasury proposed to collect
money which it claimed you owed the United States Small Business
Administration (SBA) through wage garnishment. You objected on the
ground that you did not owe the debt. More specifically, you argued that
you were damaged as a result of fraud on the part of the franchisor,
Dental Fix RX!, and its associates. You have asked me to make a careful,
independent review of your account. I have done so, and based on the
information and argument you presented, as well as information
supplied by the SBA and the Federal Government generally, I have
decided that you owe the debt. Therefore, the wage garnishment may go
forward at this time.

13 C.F.R. § 140.11(f)(8) provides:
(8)Burden of proof.

(i) The SBA will have the burden of going forward to prove the
existence or amount of the debt.

(ii) Thereafter, if you dispute the existence or amount of the
debt, you must establish by a preponderance of the evidence
that no debt exists or that the amount of the debt is incorrect.
In addition, you may present evidence that the terms of the

You've asked for a continuance of these proceedings while your litigation against Dental Fix
remains unresolved. For reasons which will be clear later in the text, 1 deny this request.

1
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repayment schedule are unlawful, would cause you a
financial hardship, or that collection of the debt may not be
pursued due to operation of law.

SBA has met its burden of showing that you owe the debt by producing
the Note (Exhibit # 1) and the guarantee (Exhibit # 2). The burden thus
now falls on you to show, by preponderance of the evidence, that you do
not owe the debt.

To that end, you make the following assertions, and support them with
evidence:

(1). The use of proceeds (SBA 1920) was falsified. The use of proceeds
form shows that the full amount of the loan would be used for working
capital. In fact, you intended to use the use of proceeds form to pay for
franchise fees, training fees, inventory and other items, and you did in
fact use the proceeds to pay for many of these items. You assert that
Jelena Kuchar, a loan broker from First Financial, falsified the use of
proceeds form after you submitted a correct form to her. You imply that
Dental Fix, RX, “steered” you to Ms. Kuchar as your broker.

(2). False certification as to your salary. You assert that Ms. Kuchar
instructed you to tell the bank that your salary was $115,000 a year -
even though she knew that you had quit the job which paid you that
amount in order to undertake your new business. You complied with her
instruction.

(3). Fee disclosure form did not identify Jelena Kuchar as the loan
broker. The forms 159 which you signed identified Cindy Watson, Jelena
Kuchar’s boss, and Rebecca Houk, a Celtic Bank employee, as the
individuals to whom you paid a fee. Thev did not claim that you paid a
fee to Jelena Kuchar.

(4). The broker claimed that SBA guaranteed only 50% of the loan,
when in fact SBA guaranteed 85%.

(5). The broker backdated your training certificate. Although your
loan was disbursed on September 16, 2015, you didn’t complete your
training until October 2, 2015. However, Ms. Kuchar presented the bank
with a training certificate which bore the date of September 4, 2015.
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In reviewing these assertions, I cannot conclude that either the lender,
Celtic Bank, or SBA was in any way responsible for the fate which befell
your business. If anything, your evidence shows that Celtic and SBA
were victims of the skullduggery you describe — skullduggery with which
you, however innocently, acquiesced.?

While it may be the case that you have a valid claim against Dental Fix,
First Financial, Ms. Kuchar and others involved in your initial decision to
take out this loan, you have no claim against Celtic Bank or SBA, and
have presented no reason that you should not repay your loan to them.

Imagine that I have borrowed ten thousand dollars from you, and we
agreed that I would pay it back, at 7% interest, at a thousand dollars a
month. I intend to pour this money into my business, and I believe that
it will improve my business by enough so that I can repay the loan you
made to me. But on my way to my place of business, a robber mugs me
and takes the money. Can I receive absolution for my debt to you, based
on the bad acts of the robber? Of course not. Similarly, your debt to SBA
is not in any way diminished by the purported fraud of the franchisor
and its associates.

I find and conclude that you owe the debt, and that wage garnishment
may go forward.

You may avoid wage garnishment by voluntarily making payment in full.
If you wish to repay voluntarily, you may contact the Department of
Treasury's Administrative Wage Garnishment Liaison at 888.826.3127.

This decision applies only to the government's efforts to seek
administrative wage garnishment against you and not to any effort by the

government to use other means to recover the debt you owe it.

Reconsideration: You may seek judicial review in Federal District Court.

’In fact, not all of these allegations may be as significant as you appear to believe they are. It
may well be the fact that your fee went to Ms. Wilson, Ms. Kuchar’s boss. In any event, it does
not matter who the fee went to, unless Ms. Kuchar [or Ms. Wilson!) has been debarred from
working on Federal loans. The fact that SBA's guarantee was 85%, rather than 50%, is of no
consequence to you; in either instance SBA will aim at recovering the entire debt, and return
the lender’s pro rata share to it. Finally, if the loan broker back-dated the training certificate so
that it reflected that you had completed training before disbursement when you actually
completed training slightly after disbursement, it is material from the standpoint of damages
only if you did something between disbursement and training completion which you wouldn’t
have done had you completed the training before disbursement.

3
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Legal Protection From Employer Adverse Action: Your employer may not
discharge you from employment, nor take disciplinary steps against you,
as a result of an AWG Order, nor can a prospective employer refuse to
employ you as a result of this action. If any such actions for such
reasons are taken against you, you should seek legal counsel as to your
rights against your employer.

Limitation of Scope of Decision: This determination affects only the debt
described in the notice of garnishment, and is totally separate from any
notice of proposed Federal payment offset or garnishment which you may
have received from any other Agency.

Pursuant to 13 C.F.R. § 140.11 (f) (12), this is the final agency decision
for purposes of judicial review under the Administrative Procedures Act
(5 U.S.C. 701 et seq.)

Executed this 7th day of February, 2019,

T.C. Treanor

Administrative Wage Garnishment Hearing Officer
Room 7221

409 3rd Street SW

Washington, DC 20416

c. Administrative Wage Garnishment Liaison
P.O. Box 830794
Birmingham, AL 35283-0794
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Keith R. Miller Website: www.franchiseeadvocacyconsulting.com
Principal, Franchisee Advocacy Consulting Email: kmiller@franchiseeadvocacy.com
16760 Winchester Club Drive

Meadow Vista, CA 95722 Mobile: (530) 906-3988

March 24, 2022

Honorable Ben Cardin

Chair, Committee on Small Business & Entrepreneurship
428A Russell Senate Office Building

Washington, DC 20515

Honorable Rand Paul

Ranking Member, Committee on Small Business & Entrepreneurship
428A Russell Senate Office Building

Washington, DC 20515

RE: Response to March 16, 2022 Committee Hearing on the SBA and Franchising
Dear Senators Cardin and Paul,

Thank you for holding this hearing on this important issue. This is an issue | have been working on for years. |
respectfully submit this letter to the record.

| founded Franchisee Advocacy Consulting, focusing my efforts to advance franchisee causes through engagement and
advocacy. | have been a Subway franchise owner since 1988, owning up to 6 outlets in Nevada and California, and
currently owns 3 outlets. | was Chairman of the Coalition of Franchisee Associations (CFA) from January 2012 through
January 2018 and remain on as a Director and served on the North American Association of Subway Franchisees
{NAASF) as a Director from 2000-2002 and 2005-2010, serving as NAASF's first President, CEO, and Chairman in 2000-
2001. In 2019, | was named Director of Public Affairs and Engagement for the American Association of Franchisees and
Dealers (AAFD). Simply put, | have skin in the game when it comes to franchising.

Watching this hearing was somewhat frustrating to me as so much of what | heard was "The government needs to get
out of the way of business owners.”? In fact, | question whether many had even read the bills as testimony seemed to
stray, even invoking the PRO Act which neither of the bills in question have anything to do with. Both bills sponsored
by Senator Cortez Masto require no work by the prospective franchisee looking to open the business or trying to get
an SBA loan. In fact, all these bills do is provide therm with more information as to whether the franchise they are
considering is a reasonable risk. These bills DO NOT increase government spending, in fact, they are intended to reduce
SBA loan defaults which will save the government (and taxpayer) money.

1 Testimony of Mr. Bryan Tipton, https://www.sbc.senate.gov/public/ cache/files/3/2/32{827bf-b722-4cc3-alee-
9756559f7e53/189786BDBFDF2AFETIAIDATIT2443B9C tinton-testimony. pdf

Franchisee Advocacy Consulting — Advancing franchisee causes through en
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Franchising is a great business model that allows many to enter business ownership. It sells itself as being proven
business models, with little to no experience needed. Yet, you heard it in the testimony before the committee, from
Mr. Aaron Yolowitz that, “In my view, the tables show very modest differences in charge-offs in the SBA data. Between
fiscal years 2010-2014 as well as 2018 onward, the difference in charge-offs between franchisees and independent
businesses is statistically insignificant for the 7(a) loan program.”? I this is true, we have to question the success of the
franchise business model, as a “proven” model should show lower rates of charge-offs. The problem is that we have
brands that are proven and have a high level of success, but we also have many that are failed or unproven models. In
these cases the failure can perpetuate itself, resulting in many business failures, and ultimately a higher level of charge-
offs. Through the two bills that were discussed, and the data they would provide to a prospective franchisee, these
failed or unproven brands could be more quickly identified, many prospective franchisees would not buy that franchise,
they would not be financially ruined, and the SBA would not have another charge-off.

I was honored to be Senator Cortez Masto's witness at a July 17, 2019 hearing in the Committee on Banking, Housing,
and Urban Affairs, Subcommittee on Economic Policy titled Economic Mobility: Is the American Dream in Crisis? | have
attached my full statement from that hearing. | discussed the outcomes of when franchisees are given improper
revenue numbers in the buying process, how unrealistic projections they were given were used on their SBA loan
applications, and the negative impact it has had on their lives, in addition to the charge-offs on the SBA loans. And the
impact of a failure is far beyond the charge-off to the SBA, many of these franchisees lost everything, including their
home, and defaulted on equipment and site leases, lines of credit, and credit card debt.

These bills should have bipartisan support. They simply ask for a higher level of transparency, which will protect both

the franchise buyer, and the taxpayer. | ask that you support $.1120 and 5.2162.

Sincerely,

- .

RS

Keith R. Miller
Principal, Franchisee Advocacy Consulting

Ce: Senator Catherine Cortez Masto

2 Testimony of Mr. Aaron Yolowitz, hitps://www.sbec.senate gov/public/ cache/files/5/2/520292fb-45¢2-4f6f-9832-
f5764ee3666e/FC619EE4B6671BBFS18D712ABETR352] velowitz-testimony.pdf
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Economic Mobility: Is the American Dream in Crisis?

United States Senate
Committee on Banking, Housing, and Urban Affairs
Subcommittee on Economic Policy
July 17, 2019

Statement of Keith R. Miller
Principal, Franchisee Advocacy Consulting
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Chairman Cotton, Ranking Member Cortez Masto, and members of the Subcommittee and Committee, thank
you for the opportunity to speak to you today. My name is Keith Miller. Tam a 30-year franchise owner of
Subway. Notice I use the term “franchise owner”. While more commonly called a franchisee, and I will often
use that term today, I prefer “franchise owner” reminding everyone that when you buy a franchise, you own
something, you are an owner. [am a past president of the North American Association of Subway Franchisees
(NAASF) and for 6 years, [ was chair of the Coalition of Franchisee Associations (CFA), the largest franchisee-
only organization in the country. Ihave long been an advocate for franchise owners. In 2018, I started a small
business, the Franchisee Advocacy Consulting with the tagline, “Advancing franchisee causes through
engagement and advocacy”. Ihave been a voice in the industry for those that are not able to speak or are afraid
to speak up.

With my background and expertise, today I will speak specifically about the franchise industry, the good, the
bad, the ugly. I will talk about the opportunities the industry provides to realize the American Dream, and
how that dream can turn into a nightmare. [ will discuss about how the government has become an enabler for
bad franchises, and finally, I will discuss oversight and transparency which I believe will clean up the industry
and help rebuild some trust to help others realize the American Dream.

The franchise industry is large’, and, over time has allowed many to realize their American Dream. The lodging
industry. for example, is one that has allowed many early-generation immigrants to successfully own their own
business and prosper. There are many examples of great brands that have provided these opportunities. The
franchise business model itself is a brilliant business model, and one I support. However, because of little
transparency and oversight. it is also an industry with far too many examples of predatory franchise companies
that take advantage of prospective entreprencurs and leave them overworked, despondent and broke. We hear
the lure of the industry as it advertises to be your own boss, with proven business models, and no experience:
necessary. On top of that. the industry targets those most vulnerable: immigrants. veterans, and retirees.
Remember, I am a small business owner myself, hardly one that advocates for an abundance of regulation.
But, in the case of the franchise sector, the government provides inadequate oversight and access to money
which can encourage fraud and lead (o failed businesses and demoralized business owners.

Let’s first talk about oversight. Most believe that this large sector is heavily regulated. The Federal Trade
Commission (FTC) does regulate presale disclosure through the Franchise Rule. The FTC requires a
prospective franchisee receive a Franchise Disclosure Document, or FDD. But I ask, how many of you knew
that the FTC doesn’t even collect the FDD, and on the first page of all FDDs it qpcciﬁcally states in bold print,
“Note, however, that no governmental agency has verified the information contained in this doc
The FTC permits franchisors 1o write terms into a contract that denies franchisees the right to buy goods Imm
a lower-cost source, prohibit franchisees from organizing into an association and even bans them from sharing
their experience with current and future franchise owners. It permits contracts that allow franchisors to provide
fraudulent financial information outside of the FDD. The FTC allows contracts that force franchisees into
arbitration which can make it easier for the franchise corporation to take the outlets of successful franchisees
through minor infractions. I wouldn’t call that heavily regulated.

Why is this important? Let’s look at the securities industry for example. If you invest $100,000 in a stock,
what is your risk? Well, worst case, you could lose your entire investment, so your risk is $100,000, Now
let’s look at a franchise, so I'll ask the same question, if you invest $100,000 in buying a franchise, what is
your risk? No, it’s not the $100,000 you invested: it’s much more, it’s all the assets you own! Personal
guarantees are required in most franchise agreements, and often extend to the immediate family, so a separate
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business entity provides little to no protection of personal assets. Yet here we have an indusiry with no
governmental agency even reviewing the documents. In addition, once the ink is dried on the signed franchise:
agreement, there are no federal laws or regulations specific to the franchise industry to manage the relationship
of that investment. There are 19 states that do have some level of relationship laws. This lack of oversight is
vastly different from any industry I can think of when it comes to protecting the investors. Most laws and
regulations are there to protect the investors first. Boards of directors have that fiduciary responsibility to
protect those investors, In the franchise industry, the primary investor, as a class, is the franchise owners.
However, the franchisees are not shareholders, they are considered stakeholders, therefore the franchise
company has no such fiduciary responsibility to them or their invesiment.

Let's look at some numbers. Franchise Grade, a market research firm that analyzes franchisee investment risk
published an article titled. “Can A Few Bad Apples Spoil the Industry Investment?™ It looked at 1,900
franchise systems, using disclosure information from 2010 through 2014. In that 5-year period, they noted
168,585 new business units had opened. but also that 138,825 businesses had closed, for a net gain of only
29,760 businesses. Even more concerning was the difference between the top and bottom quartiles. While:
the bottom guartile accounted for 25% of the openings, it closed double the outlets opened and accounted for
61% of all closed outlets. With full disclosure and better oversight, very few of those failing stores would
have opened and many entrepreneurs and employees would have been better off.

If this high level of failure were happening with private capital, it would be bad enough. But the Small Business
Adminisiration’s loan guarantee programs enable failure and fraud. In 2013, the Government Accountability
Office released a report (GAO-13-759) that showed during the previous 10 years, “SBA guaranteed franchise
loans under its 7(a) program totaling around $10.6 billion. SBA made guaranteed payments on approximately
28 percent of these franchise loans, representing about $1.5 billion.” This means that twenty-eight percent of
franchise loans saw the owner not only lose their business, but all their assets. Franchise owners post
significant collateral — their savings, their homes, other land or property they hold. When SBA loans are
charged off, this means the franchise owner has already lost her or his collateral. Charge offs are paid for by
higher fees charged to future borrowers and lenders and occasionally, the taxpayers. In fact, charge offs in the
T(a) program are so high now that the Trump Administration requested an appropriation of $99 million."
Defaults should be rare, and for many franchise brands they are. But some franchise brands have very high
levels of defaults, a fact that is very difficult for a potential franchise owner o learn.

Too many — the franchise corporations, the SBA, some in Congress -- only look at SBA funds showing how
many businesses have opened, and how many jobs they created. Unfortunately, none of them stand up and
count the businesses that fail. and the jobs that are lost. Failing franchisees cannot pay good wages. Some:
have nearly no employees; the [ranchise owners and family members work non-stop just to keep the business
afloat. Franchise owners struggle to pay back the loan and meet the terms of a decades-long contracts.” Failing
franchisees struggle to pay any wages and payroll taxes.

This concern is bipartisan. Ranking Member Cortez Masto recently sent letter outlining her concerns of four
specific brands to the SBA and asking for loan performance information on these brands.” In 2014, then
Senator and Budget Ranking Member Jeff Sessions inguired about the “moral hazard™ that was created by the:
SBA when banks can profit from poorly underwritten loans.™

Let’s look al some examples of the breakdown in this industry, and how dreams have been shatiered. Amin
Abdelkarim is an immigrant from Egypt, who moved to the Dallas area. He worked double shifts at the Dallas.
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Fort Worth airport and saved enough money to think about going into business, in search of his American
Dream. He ended up purchasing a Dickey’s Barbecue Pit franchise. He was given the FDD, and a spreadsheet
showing estimated startup costs, and was provided assistance with applying for an SBA 7{(a) loan.
Unfortunately for him, the estimates given were grossly incorrect, and all his startup capital was spent getting
the business open. He opened his business in August 2018, and Amin contacted me in Seplember 2018, one
month after opening, asking for help. He was already broke, he could not pay his SBA loan, and feared he
would lose his home, rendering his family homeless. Dickey’s idea of assistance was reminding him of the
60-month liquidated damages clause in his contract. His other option was to sell his business to a buyer
Dickey’s found, for pennies on the dollar. Either way, he knew his SBA loan was going in default, and he was
going to lose all his assets. At one point he said to me, “in a few weeks, I will find myself, my disabled wife.
and my 89-year old mother in law in the street, with no house, no car. and no money™.

Some will argue, it’s his fault, he didn’t have the skills to be a business owner. This is what franchisors will
always blame, the franchisee was not a good owner, so it’s not the company’s fault,

Here's the problem in the industry.

When a franchise is sold, both the franchise corporation and the franchise business should profit. However,
the franchise corporations, brokers, and/or “consultants” make money up front. They eam a profit from the
initial franchise fee, then the franchise corporation continues to make money on the ongoing royalties, most
often based on revenue, not profit. The [ranchise corporation has little risk, while the franchise owners ofien
struggle 10 make a decent living."™ The franchise owner has all the risk. The bank profits from the loan, a loan
they often would not approve without the SBA’s guarantee. In fact, banking regulators do not even consider
government-guaranteed loans and do not get involved when those loans fail.

You may wonder why the SBA continues to guarantee loans when in fiscal year 2018, Dickey's started with
562 units, opened 72 new units, yet had terminations and ceased operations of 113, for a net loss of 41 outlets.™
Add in 44 transfers, many of them forced for pennies on the dollar, and you have a disorderly attrition rate of
28% of the total outlets in a single year. During the last 10 years, Dickey’s took out 246 SBA loans, and 41,
or 17% have been charged off. A recent survey of 201 of 336 Dickey's BBQ store operators representing 330
stores, found that 85% of current store owners would NOT open a Dickey’s franchise. Of those 201 store
owners, 84% said that buying a Dickey’s franchise did NOT meet their expectations. These results do not
include Amin and others like him who no longer have their store. And it’s not just Dickey’s - the SBA has a
history of backing poor performing brands.”

Companies’ pushes to sell more franchises has led to many franchisees that should not have been provided
access o government-guaranieed loans. Again, many profit without risk. But take, for example, Experimac.™
This is a brand that started franchising in 2016. At the end of 2018, their disclosure document showed 101
franchised units in the United States. They started franchising just 3 years ago, yet have received 77 SBA
approved loans, of which 23, or 30%, have already been charged off. Experimac is part of the United Franchise
Group, which markets multiple franchises. They send prospective franchisees to a hand-picked loan broker.
UnhappyFranchisee.com reporied that this loan broker participated in a podcast in 2017 where he stated he
had coordinated funding for 70 Experimac franchise owners, including facilitating SBA Express loans through
Celtic Bank, 401k Rollover for Business Start-up (ROBS), and equipment leases. He further stated that
financial projections are the biggest challenge but commented “I do that”* This means he could provide
financial projections that were not part of the FDD and would not be violating any kind of disclosure
requirements.
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Mark Shor retired from his 1T job at a university and bought an Experimac franchise in Henderson, just outside
of Las Vegas area. The franchisor directed him to the loan broker mentioned above that helped him apply for
and obtain an SBA 7(a) loan from Celtic Bank. The loan broker provided him a projection spreadsheet that
showed nearly $700,000 in revenue for the first year, $995.400 the second year. The current FDD shows the
highest volume franchised location at revenue of $822,375, with an average unit doing $410,639. 1 personally
was contacted by this franchise group, and when T asked if T could expect to do revenue of at least $500,000, T
was told in an email from a company representative that they have “locations in our Million Dollar Club”.
This of course is false. Mark has continued to work his business, still open while those around him have
closed, but still bleeding cash. The only way he is surviving is by monthly dipping into his retirement to pay
the SBA loan to keep it current. While he may be the exception and not default his loan, his retirement nest
egg will be painfully depleted.

Complete Nutrition is a shocking story of abuse of franchise owners. At the beginning of March this year, the
Complete Nutrition franchise notified franchisees that at the end of March, they would no longer be a franchise
company. Franchisees could continue as a retailer for the nutrition company with no support from the company
or could opt out of their contract for a $10,000 termination fee. On April 1, the Point of Sale system for
franchisecs was cut off, but not before the company data mined the customer information. A few days later,
an email went out telling all customers that their local Complete Nutrition had been sold but not to worry.
customers could order online 24/7. A few days afier this, the company claimed that was a mistake, but is that
really belicvable? Franchisees have told me that the company continues to market to their old customer base,
selling products online significantly cheaper than they can in the brick and mortar location. Many of these
franchisees recently bought into Complete Nutrition, at a price of $49,500, but now have a franchisor that has
cut them off and is stealing their customer base. More than half the Complete Nutrition locations were financed
using SBA loans, Before the recent actions, 12% have been charged off over the last 10 years.

Michael Hataway is a Complete Nutrition franchisee in Reno. Since the franchisor has pulled support, sent
out the email that they have been sold, and aggressively marketed online sales, his sales have crashed. His
finances and personal life are in shambles and he is heading towards default of his SBA loan. Jamie Stephens,
a franchisee with 3 stores in North Dakota and one in Minnesota had 5 SBA loans totaling around $1.5 million
when Complete Nutrition completely changed their business environment. Bul don’t worry, the franchisor has
kept their $49,500 franchise fees collected per outlet, some from the last few years.

Finally, Huntington Learning Centers. This brand, and the SBA lending to it, prompted an SBA Inspector
General audit (Report No. 11-16) in 2011, The IG found that SBA 7(a) loans to Huntington Leaming Center
franchises had significantly inflated first year revenue projections.™ Bob Spada from Connecticut was one
such franchisee. He was given a loan consultant to work with and applied for a loan with Banco Popular. His
first-year revenue projection given was just over $500,000, and he received a $300,000 loan. As he started to
fail. he wondered why he was so short of projections, He found others opening at the same time were also far
short of their projections. Then he found out that actual first year revenue numbers for an average cenler was
really $249,000, less than halfl his projection. A mature location had average revenue in the low $400,000s.
As he dug into the reasons for this projection, he discovered the devious means. To qualify for that $300,000
loan, he would need about a $75.000 profit that first year to meet the required debt service coverage ratio. To
reach that profit level, and reverse engineering the numbers, you would need just over $500,000 in revenue.
The numbers given to all these franchisces were false. It was clear that Huntington’s consultant had reverse
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engineered the profit numbers just to qualify for the loans. And when the loan was funded, Huntington
Learning Centers collected a $60,000 franchise fee. Banco Popular sold these loans off on the secondary
market for a nice profit. The only one really left with the liability was Bob, the franchisee. Bob was forced to
file bankruptey and lost everything. He's also an example of the true cost of to the economy. While the SBA
claims the costs/losses are managed within the program, that is only true for the SBA loan amount. In reality.
Bob, in an effort to make the business a success ran up huge credit card debt and got a home equity loan, The
total losses of his mortgage, equity loan, and credit cards more than doubled the losses of the SBA loan. Who
accounts for that loss to the economy?

Corrective Action Steps are Possible

When an industry tolerates deception and fraud, it is damaging to those entrepreneurs who see their dreams
become nightmares. 1t is terrible for communities when stores close, jobs are lost, and homes are foreclosed.
Here are some steps that need to be taken to rectify some of the issues in the franchise industry. Many are
contained in the Coalition of Franchisee Associations” comments to the FTC of the Franchise Rule Review.
which is attached. Some of those highlights are:

» Provide adequate resources and ensure staff will review compliance of the Franchise Rule, make the
disclosure documents publicly available, and confidentially receive complaints so the franchisee is not
subject to retaliation.

* Provide for a Private Right of Action. It is obvious the FTC does not have the resources nor the
priorities to enforce their own Franchise Rule. A private right of action would provide damaged
franchisees the right to sue for violations. Congress must legislatively make this change.

* Prevent FDDs from including disclaimers which allow franchisors 1o amend their policies outside the
specific language of the franchise agreement. This is most often accomplished by including a statement
that the franchisee must follow all policies in the most current Operations Manual. However, items
often included in the Operations Manual are not operational issues, but contract changes. For example,
including a section that limits how many outlets you can sell to a single buyer.

* Require the FDD be a binding contract for the term of the franchise agreement. which may be 5. 10,
or up o 20 years. If the FDD is used as the part of the due diligence in purchasing the franchise, and
the franchisor can change any of the practices that have been disclosed, then what value is the
disclosure?

* Prohibit disclosures outside of the FDD, made both informally and by third parties.
* Make all FDDs publicly available on the FTC website.

¢ Increase disclosures on revenues, costs, loan repayment, defaults, and other data for both first year and
mature units.

The next step is 1o require increased FTC disclosure of brands qualifying for SBA 7(a) loans. Any franchise
owner receiving an SBA loan should get 1) disclosure of average first year revenues for franchised outlets and
2) disclosure of first year ceased operations and transfers, While opponents will claim that they do not want
more government oversight on private business, they have no problem asking for government-guaranteed

Franchisee Advocacy Consulting — Advancing franchisee causes through engagement and advocacy™
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money 1o line their pockets. This change is not to curtail SBA lending, but to ensure more money is provided
to viable brands at reduced fees and rates.

Finally. it is time for Congress (o pass comprehensive franchise relationship legislation that protects franchise
investors after the contract is signed. This legislation should include:

* Rights to association without interference or retaliation and an end to non-disparagement clauses that
prohibil potential franchise owners from learning about the business from current franchise owners.

*  Termination rights, o ensure fair due process is afforded to all franchise owners.

* Transfer rights, to ensure the right to transfer and monetize the equity the franchise owner has earned.

*  Property rights to ensure the franchise owner is protected on the assets they have paid for.
Conclusion:

In summary, the franchise business model can be, and should be, a model for economic mobility, and realizing
the American Drcam for generations. However, leaving the industry to police itself is not working, and
destroying many lives, while profiting a few individuals and corporate executives. There is no reason for this.
Access 10 SBA money should be the model of transparency of the industry. one that ensures the best
underwriting procedures. The indusiry forgets who the real investors are, the franchise owners, and their
government fails in protecting those who invest, employ, support, and pay taxes in every communily across
this country.
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March 6, 2022
Statement of Michael Galatte of Nevada

My name is Michael Galatte and 1 am a small business owner of Burgerim franchise here in the Las
Vegas area who was approved for an SBA 7A loan that is secured with my wife’s and my personal
assets. | am writing to urge your support for Senator Cortez Masto’s two bills

« SBA Franchise Loan Transparency Act (S. 1120) - mandates the SBA to require that any
franchise borrower who receives an SBA-guaranteed loan have historic revenue and store
closing/sales information from the franchise corporation.

* SBA Franchise Loan Default Disclosure Act (S. 2162) - requires the Small Business
Administration publish default rates for the past decade for each franchise brand. The default
rates shall be updated quarterly. This transparency would ensure that the franchisee borrower
has access to loan performance data needed to make informed business decisions prior to taking
on a decades-long financial commitment.

I am in strong support of these bills knowing the overwhelming number of Burgerim and other
franchise owners who have taken enormous risks personally and financially. We all had the same
American dream to be a small business owner and support our local neighborhoods and surrounding
communities. Being a first time restaurant owner, I had to learn very quickly how the SBA loan process
works and how easy it was to become overwhelmed. I feel that the franchisor must have complete
transparency and accurate financial information. These bills will help protect those who have put their
life savings, homes, personal guarantees, and additional loans from the possibility of losing everything
they have saved and worked for.

My story with this franchise began in 2017 with a simple Instagram ad 1 saw stating that the barrier to
entry with low franchise fees and low start-up costs. After meeting with them in person, we decided to
move forwarded and they made a promise to return our franchise fee if we couldn’t find financing. We
did struggle to find a bank on our own to provide the funds for the build-out, furniture, and equipment.
It wasn't until we were about to have to ask for our money back, they put us in contact with a person
who could get us with the right bank. We used a financial firm that the franchise recommended to
create our business plan needed for the bank, they recommended the attorney to overlook our lease
agreement, they provided other outside lenders that turned out to be scammers (one private lender kept
our loan deposit money of $5,000). We found out in the weeks after our restaurant opened that the sales
projections the franchise and the financial firm told us and gave to the SBA were false. The projections
the financial firm gave the SBA were falsified by as much as 50% month over month. They completely
lied to us and falsified documents to the SBA on projected sales and income over time.

In September of 2019 is when we (franchisees) were starting to see a major decrease in communication
with the corporate office. I received a call from the owner of Burgerim, Oren Loni on November 27"
2019 asking me to help him drive his cars from Los Angles to Las Vegas. [ declined and the next day
we (the franchisees) found out that he had fled the country and it was believed he went back to Israel.
We were left to fend for ourselves with no help from corporate. We had no one advocating on our
behalf which was required by the franchisor in the Franchise Disclosure Documents, This led to
extremely high food costs, high point of sales fees and being stuck in long-term contracts that we could
not get out of. Since we were a “franchise” our vendors would not let us make any changes to our
accounts without the permission from corporate. At this point, after the owner Oren Loni left, 95% of
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the corporate office was laid off, and we couldn’t get in touch with anyone. This was extremely
frustrating and caused many sleepless nights.

As a first time restaurant owner, I chose to go with a franchise to help guide me along the way to
ensure a smooth start and some hand holding. That is what we were paying for. We received none of
that. In fact, it has left my wife and me in a dire situation and on the verge of losing everything we
own. | have not stopped fighting to stay afloat and won’t give up. I could continue to tell my personal
story but I don’t want to take up too much of your time. Just please know that my wife and I are good
members of the Las Vegas community. Las Vegas has been my home for over 25 years and has
provided a great life for my family. I wanted to give back to the city that gave me so much. | never saw
this coming. And Covid was just another devastating blow to our business.

In closing, I again urge you to support these bills to protect those who are taking all of the risk. Protect
those who have come from other countries to start a new life here in America and are taken advantage
of because of their lack of clear understanding but without changes to the SBA lending process with

franchises, I'm afraid that it will just continue to cost tax payers more money and higher loan defaults.

Sincerely,
Michael Galatte

Burgerim Franchise Owner
Las Vegas, NV 89178
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March 14, 2022
Dear Chairman Cardin and Ranking Member Paul:

I write to you today to support the efforts of Senator Cortez Masto who will be testifying in a
Small Business and Entrepreneurship hearing this Wednesday, March 16.

Unfortunately in January 2018, I made the decision to purchase a Burgerim franchise to open an
outlet in Buffalo, New York. I was given sales and cost data outside of the required disclosures,
that I later found false. Based on those numbers, 1 applied for and received an SBA 7(a) loan. My
Original loan with the SBA (7a) was $345,000, plus I invested all of mine and my family's life
savings upwards of $125,000 from January 2018-September 2019. 1 was told that 1 would have
the support of BurgerIM's construction team and open within a year, however it took me almost
2 years to open without any help from the corporate team at BurgerIM. My loan is at a 7%
interest rate and year-to-date I have already been charged $16,662.94 in interest.

Burgerim has been found by the state of California to have committed fraud in the franchise sales
process, and recently the FTC filed suit against Burgerim. Since the original Franchise Owner
{Oren Lori) fled the United States.

I ask you to listen to Senator Cortez Masto’s testimony and think of me when you hear how lives
have been destroyed by the failure of oversight meant to protect free markets. If the two bills,
S.1120 and $.2162 had been in place and that data available, I would not have purchased this
franchise, I would have not qualified for our SBA loan, and I would not be in my current
situation.

Thank you for your consideration and I am free to answer any questions you may have.

Sincerely,

Junaid Malik

Buffalo, NY
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FINANCING

BURGERIM'S GROWTH HAD A
NOTABLE ENABLER: THE SBA

The government backed loans to more than 100 franchisees of the brand,
which the FTC sued in a rare enforcement action last week. Many are
struggling to pay them back.

By Jonathan Maze on Feb. 10, 2022

Restaurant Business

Jay Hackstaff worked with Outback restaurants for 25 years before he decided to go on his own.
He’d saved his money over the years and decided to buy a franchise, in 2018 choosing a
California upstart called Burgerim that was selling franchises all over the place.

He received a Small Business Administration (SBA) loan, which a loan broker working with the
company helped to complete. Cost overruns took the loan from $400,000 to $600,000, The
business struggled when it opened, and a year later the company’s founder, Oren Loni, closed up
shop and fled the country, abandoning the business and its operators.

More than three years later, Hackstaff is still paying off that loan—even though the state of
California ordered Burgerim itself to give refunds to franchisees, and even though the U.S.
Federal Trade Commission sued the brand and Loni for misleading operators. Hackstaff often
struggles to pay the $8,000-per-month loan payment and often gets calls from collectors
threatening to call the loan and take his house.

“You're assuming they’re doing their due diligence and vetting out every single franchise they
approve,” Hackstaff said of the SBA. “1 trust the government is going to do their job. And if
there’s any issues with the franchise, they’d say this is not going to happen.”
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Jay Hackstaff opened a Burgerim in 2018.

His restaurant was never profitable and he

has since converted it into his own concept.
) But he is still paying off the SBA loan,
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Hackstaff is hardly alone. When Burgerim came out of nowhere to sell those 1,500 operators on
its franchise offering over just a three-year period, one of its biggest enablers was the U.S. Small
Business Administration.

The SBA backed loans made to 119 Burgerim operators, according to a report on franchising last
year by U.S. Sen. Catherine Cortez Masto, D-Nev. Those operators received loans totaling $38
million. That total represents as many as a third of the total number of Burgerim locations ever
opened, meaning the brand relied heavily on government-backed financing.

“It really brings up the question of, is there any government vetting, prior to the government
guaranteeing loans?” said Keith Miller, a franchisee advocate who has closely investigated the
Burgerim problem. “The fact that the government guarantees loans give some sense of security
to franchisees that it has been vetted.”

The bigger problem is the personal guarantee. When Hackstaff and other borrowers sign to get
an SBA-backed loan, they have to sign a personal guarantee—something wealthier franchisees
that get private financing don’t have to sign. If the loan fails, they stand to lose their house as a
result. Those threats to take Hackstaff”s house, in other words, are very real.

“They’re destroying the lives of people that did nothing wrong,” said Jonathan Fortman, a
franchise attorney out of Missouri. “All they did was try to open a business and rely on people
to treat them fairly.”
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The SBA operates a number of loan programs. Its most notable is the 7(a) program. It’s designed
to help people get financing they otherwise could not get on their own. Without it, many small
businesses like catering companies or construction contractors or plumbers could not get their
start.

Nor could many restaurants, the most frequent users of the program. The SBA financed more
than 10,000 such loans to restaurants during the federal government’s 2021 fiscal year—or about
one out of every five 7(a) loans it made during that period.

A lot of these loans fail. One study suggested one out of ten SBA-backed loans fail, in part
because they're going to more at-risk borrowers, and because a lot of businesses ultimately fail.

Franchisees get a lot of these loans. About a third of the loans made to restaurants last year, and
40% of the amount approved, went to franchisees, according to federal data.

It’s not certain how many franchise loans fail, but franchises are no safer than any other
investment. Caroline Bundy Fichter, a franchise attorney with the Bundy Law Firm out of
Washington, estimates that she refers about a third of her franchisee clients to bankruptcy
attorneys—and most of them received SBA loans.

That’s one of the problems in franchising. Many people invest in franchises believing it’s safer
than simply starting a concept from scratch, yet they fail just as often.

d
) 2021SBA 7(a) loans

Full-service restaurants

) Limited-service restaurants

Coffee/snack

Bars
Other
Total 10,268
1] 2,000 4,000 6,000 8,000 10,000 12,000

Source: U.S. Small Business Administration
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While there are many well-proven and solid brands that have franchisees receiving SBA loans,
such as Domino’s and Jersey Mike’s Subs, there are many made to systems where problems run
rampant. A number of franchises sell aggressively to anybody willing to sign an agreement. They
may also deploy other strategies that make it tougher for operators to make a profit.

The SBA will stop lending to franchises with too many failures, as it eventually did with
Burgerim. But it could take a while, if it ever happens. Quiznos signed as many franchisees as it
could in the early 2000s, ultimately becoming the country’s second-largest sub chain. Yet it also
had one of the industry’s highest rates of default on SBA loans. Franchisees complained loudly
about a number of things, notably high charges for food and paper.

The brand began closing units by the hundreds in 2009, Today it has less than 5% of the
locations it had at its peak in 2006.

The SBA at one point published default rate data for franchises whose franchisees received such
loans. But the agency stopped doing so a decade ago. That makes it more challenging to
determine how much franchisees in a brand are struggling.

Cortez Masto last year introduced a bill that would require the SBA to publish quarterly default
rates on loans by brand over the preceding 10-year period. She also reintroduced legislation that
would require franchise owners receive historical revenue and store closure information before
they can receive an SBA loan.

“The availability of SBA loans and the lack of transparency on default data gives people an
opportunity to gamble with other people’s money,” Bundy Fichter said. “The people who are
hurt in the end are the franchisees and the taxpayers.”

What’s more, she said, it can be difficult at best for borrowers of SBA loans to get breaks. While
landlords or franchisors might provide assistance for struggling franchisees, the SBA rarely does.

) SBA 7(a) loans by year

66,000
55,000
44,000
33,000
22,000
11,000

1}

2012 203 2004 205 2016 2017 2008 2019 2020 2027
Source: U.S. Small Business Administration
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Burgerim officially opened its first location in the U.S. in 2016. It signed up more than 1,500
franchisees by the end of 2019. The state of California estimates these operators paid nearly $58
million in franchise fees.

The FTC said in its lawsuit filed last week that the company intentionally misrepresented the
risks of the franchise to those buyers—including promising refunds, the vast majority of which it
never provided. It was the first time the agency took action against a franchise in 15 years.

The SBA remains an open question. Yet as part of Burgerim’s strategy to get stores opened, the
company steered a number of franchisees into government-backed loans.

Hackstaff agreed to open a Burgerim in 2017, and he was approved for an SBA loan the next
year. He worked through a broker and the company, which handled most of the paperwork. They
even wrote the business plan the SBA requires of every franchisee that provides the loan.

Included in the plan were financial projections suggesting the brand would be profitable its first
month, and remain profitable thereafter.

That gave lenders confidence to OK an increase in the size of the loan by 50% to fund cost
overruns in the buildout, a common problem for Burgerim franchisees that were able to get that
far.

But Hackstaff”s restaurant never came close to the revenue projections in the business plan,
projections that were used to fund the loan. And his restaurant was never profitable.

Just more than a year after his store opened, Oren Loni abandoned the brand, leaving behind
unopened mail and files in the company’s California offices. Operators wouldn’t hear from the
brand for weeks, until December 2019 when an attorney sent a letter to franchisees that the
company would file for bankruptcy. That filing never came.

Hackstaff estimates that he has put $1 million into Burgerim. He is not confident that he will see
any of that. “I'll never see any penny of that,” he said.

But he still has that $8,000 monthly payment, a payment inflated by the increased size of the
loan along with a variable interest rate. Hackstaff has since dropped the Burgerim brand and
come up with his own concept, Handcrafted Burger Bar. He said the restaurant is fine, though he
keeps it open largely to pay off that SBA loan.

Some months that loan amounts to 21% of his revenues. “It’s ridiculous,” he said.

Fortman said the same thing. The SBA, he said, expects franchisees to do their due diligence.
“They want a business plan,” he said. “But if the franchisee is getting defrauded, and the bank
necessarily gets defrauded, then [the SBA] has to shoulder some of this risk. They gave you the
loan.”

Restaurant Business
AS ITS DELIVERY BUSINESS THRIVES, LITTLE CAESARS TARGETS

https: www.restaurantbusinessonline.com financing burgerims-growth-had-notable-enabler-sba
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March 31, 2022

Dr. Aaron Yelowitz

Professor of Economics, University of Kentucky
Senior Fellow, Cato Institute

2265 Barnwell Lane

Lexington, KY 40513

Dear Dr. Yelowitz,

Thank you for appearing before the Committee on Small Business and Entrepreneurship on
March 16, 2022, at the hearing titled “Small Business Franchising: An Overview of the Industry,
SBA’s Role, and Legislative Proposals.”

Enclosed are questions for you that have been submitted by Senators Young and Marshall for the
hearing record. Please submit your answers to these questions by Thursday, April 14" via
electronic mail to kathryn_eden(@sbc.senate.gov. To facilitate the publication of the record,
please reproduce the questions with your responses,

Again, thank you for your assistance. Please contact Meredith West of the Minority Staff at
meredith_west(@sbc.senate.gov with any questions you may have. We look forward to reviewing
yOur answers,

Sincerely,

%i-m

Benjamin L. Cardin
Chairman
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Senate Committee on Small Business and Entrepreneurship Hearing
March 16, 2022
Follow-Up Questions for the Record

Question for Dr. Yelowitz
Question from:
Senator Young

According to the International Franchise Association, in 2021, there were over 16 thousand
franchised businesses in Indiana, providing 194 thousand jobs and yielding $15.9 billion in
economic output for the state’s economy.

Unfortunately, as with most industries, there will always be bad actors in the marketplace; but
whatever troubles may burden certain franchise systems, these are typically one-off instances.

Therefore, as Congress continues to examine the franchising model, it is important that we do
not pursue regulations or proposals that will damage a system that works quite well — especially
given the growing economic uncertainty with respect to soaring inflation and supply chain
constraints.

QUESTION 1:

Can you elaborate on why light-touch regulations, which are currently in place under the FTC’s
Franchise Rule, allow the franchise industry to foster the conditions for the economic success?

Since 1978, the Franchise Rule has been the primary federal regulation governing the
franchise sector. According to the International Franchise Association, the FTC Franchise
Rule has helped empower current and prospective franchise owners by providing for clear
and consistent disclosure of information at the outset of all franchise relationships.
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Questions from:
Senator Marshall
QUESTION 1:

In your estimate, what impact will the NLRB’s proposed rule change to joint employer standards
have?

Expanding joint employer standards, whereby franchisors can be held responsible for
actions taken by their franchisees, could disrupt the entire concept of franchising as a
business model. These types of provisions would discourage entry into franchising,
encourage exits, and ultimately lead to fewer franchised establishments in the marketplace.
In turn, this would lead to reduced competition and higher consumer prices.

QUESTION 2:

Would a bill to codify a joint employer standard as a person that, “directly, actually, and
immediately (and not in a limited and routine manner) exercises significant control over the
essential terms and conditions of employment” be beneficial for independent franchisors?

The most relevant legislative proposal here is the “Protecting the Right to Organize™ Act,
or the PRO Act, which is pending before the Senate. Among its many provisions, the bill
would codify into law an expanded “joint employer” standard, whereby franchisors can be
held responsible for actions taken by their franchisees. This clearly makes franchisors
much less willing to partner with local entrepreneurs, thereby reducing small business
ownership opportunities in the franchise world. Another PRO Act provision that is likely
to considerably affect the franchising economy is the so-called “ABC test” to determine
when individuals can be classified as independent contractors. In its present form, the
provision’s language is quite broad, suggesting that franchisees — who are independent
contractors and separate employers from franchisors — could end up being classified as
employees of their franchisor.



202

Senate Committee on Small Business and Entrepreneurship Hearing
March 16, 2022
Follow-Up Questions for the Record

Questions for Ms. Stapf

Questions from:
Chairman Cardin

Senator Cortez-Masto has introduced legislation, S. 1120, to require the SBA to provide
additional information to potential borrowers about default rates on SBA-backed loans to
franchises. This is not information currently provided in the FDD.

QUESTION 1:

Do you think seeing data on SBA franchise lending would be beneficial to prospective
franchisees?

As I stated during testimony, I do believe that more information is helpful to prospective
franchisees. That’s why we strongly support the FTC Franchise Rule and the way it
promotes the disclosure of information in the franchise community. There are concerns,
however, that a one-size-fits-all legislative requirement to disclose financial information
could disadvantage the smallest, emerging franchise brands that lack the financial history
of larger, more established brands.

QUESTION 2:

Are there other SBA data that would be beneficial to franchisees to review before taking on an
SBA-backed business loan?

I am supportive of SBA loan programs. These loan programs are essential to helping small
businesses get off the ground, giving opportunity to those who may not have access to
capital realize the American dream. While legislation intended to ensure more
transparency and disclosure may be well-intended, an inflexible legislative requirement
may ultimately harm both the smallest franchisees and the smallest franchisors.
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Questions from:

Senator Inhofe

Value of the Franchising Model

Ms. Stapf, one of the most successful staffing companies in the U.S. is headquartered right in the
heart of my home state in Oklahoma City.

And it’s a franchise — Express Employment Professionals started in 1983 with $150,000 in sales
and has since grown to be a multi-billion-dollar company with over 800 locations worldwide.

Despite what some think, franchisors are not primarily out to make money at the expense of
franchisees.

In fact, franchising works because when franchisees succeed, the franchisor succeeds, and
Express is a testament to this reality.

QUESTION 1:

Ms. Stapt, can you speak to the value of this mutually beneficial relationship, and how that
pushes back against prevailing negative narratives about the franchising model?

I have been dedicated to franchising for the past 10 years as both a franchisor and
franchisee and have seen firsthand how it can change lives and change communities. The
economic benefits of the franchise model are undeniable, and the state of franchising has
never been stronger than it is today. There are so many of us that have an entrepreneurial
spirit but don’t necessarily have the expertise to be efficient at all aspects of running a
business. A franchise offers that structure, that framework. Without that, there would be
challenges — challenges that would cost time and money (and frustration). Most of these are
avoidable if you have a solid franchise system at your back.

Regulatory Burdens

Ms. Stapf, a decade ago, gentleman named Jay Diaz received an SBA loan and proceeded to
open an Express Employment location in Connecticut.

Mr. Diaz is a former marine who had no prior business experience — yet he took a $60,000 SBA
loan and grew his business to $9 million a year in sales, now using his additional resources to

serve his local community.

It’s clear that the franchising model works for franchisors and franchisees.
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Yet some of my colleagues across the aisle want to place more burdens on franchisors through
added regulation and reporting requirements — in our bureaucratic world, more regulation is
almost never the right way to solve problems.

QUESTION 2:

Ms. Stapf, how would additional regulatory requirements harm businesses operating under the
franchising model?

The success of the franchise model hinges upon smart and effective regulation. Since 1978,
the FTC Franchise Rule has served as important guidelines for franchisors to prepare and
provide an extensive pre-sale disclosure document to prospective franchisees. That policy
decision to favor pre-sale disclosure instead of rigidly prescriptive regulation has led to the
franchise sector flourishing with thousands of franchise companies in more than 230
industries contributing considerably to entrepreneurship as well as the economy’s growth
and vitality. Changes to current regulatory framework could bring on more confusion for
prospective franchise owners, discourage entry, encourage exits, and ultimately lead to
fewer franchised establishments in the marketplace.

Questions from:
Senator Young

The Federal Trade Commission’s Franchise Disclosure Document (FDD) is required by law to
make it easier for potential buyers to compare one franchise opportunity against another. Among
the FDD’s 23 standardized sections, franchisors have the option whether or not to disclose
“financial representations,” also known as “Item 19.” which will show how profitable, or
unprofitable, their franchise could be.

Fortunately, the market typically rewards transparency with more opportunities for success, but
there are several reasons why some brands choose to leave out such information, including being
newer to the market.

QUESTION 1:

With several proposals aiming to regulate the franchise industry, do you believe requiring
franchisors to disclose financial performance data could impede market competition?

I strongly support the current framework in which the FTC Franchise Rule has served as
an important tool to provide for how franchisors present extensive pre-sale disclosure
information to prospective franchisees. That policy decision to favor pre-sale disclosure
instead of rigidly prescriptive regulation has led to the franchise sector flourishing with
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thousands of franchise companies in more than 230 industries contributing considerably ta
entrepreneurship as well as the economy’s growth and vitality.

QUESTION 2:

Furthermore, if new disclosure mandates were issued, do you foresee these mandates making it
harder for newer franchises to break into the marketplace?

Franchising is perhaps the most important business growth strategy in American history.
Today, there are more than 740,000 franchise establishments, which support nearly 7.6
million jobs and $674.3 billion of economic output for the U.S. economy. The economic
benefits of the franchise model are undeniable, and the state of franchising has never been
stronger. I hope senators will support the successful, existing regulatory framework that
continues to promote an economic environment that allows new entrants into the
marketplace.
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Questions from:
Senator Marshall
QUESTION 1:

Ms. Stapf, some are under the impression that an expanded joint employer standard would be
good for franchisees like you. As a franchisee, would you want your brand to share liability with
you?

No. I'm an independent business owner. If another business is liable for my actions, then
that business will have the ability to take steps to eliminate that risk in ways that may not
be positive for my future as a business owner.

QUESTION 2:

In your estimate, what impact will the FRLB’s proposed rule change to joint employer standards
have?

Again, I’m in independent business owner. The PRO Act will disincentivize new start-up
businesses from franchising. Rather than assume the risk, they will grow using a corporate
model instead, which will take away ownership opportunities for people like me. As a
franchisee, I'm an independent entrepreneur. Local franchise business owners like me have
direct control over their own hiring practices, working conditions, wages, and hours of
operations. I pay my own taxes and am responsible for following all applicable local, state,
and federal laws.

QUESTION 3:

Would a bill to codify a joint employer standard as a person that, “directly, actually, and
immediately (and not in a limited and routine manner) exercises significant control over the
essential terms and conditions of employment” Be beneficial for independent franchisors?

As a franchisee, I'm an independent entrepreneur. Local franchise business owners like me
have direct control over their own hiring practices, working conditions, wages, and hours
of operations. I have a separate employer identification number from all of my franchisees.
We all file our own taxes and are responsible for following all applicable local, state, and
federal laws. The PRO Act’s independent contractor test features an “A” prong that most
franchises would likely fail. That’s because the A prong sets up a conflict of laws with the
federal Lanham Act, which requires franchisors to have the same control that the PRO Act
prohibits.
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Questions for Mr. Emerson

Questions from:

Chairman Cardin

The SBA Franchise Loan Default Disclosure Act, S. 1120, would require franchisors to disclose
historical revenue data before SBA could guarantee a loan to a franchisee.

QUESTION 1:

While much of the focus has been on Item 19 of the FDD, why and how do you think item 20,
which requires historical data on franchise locations, could be tweaked to address some of the
same issues?

ANSWER:

Information about other franchisees in the system (e.g., numbers, success or failure, and contact
persons) can be as important to the success of the prospective franchisee as the financial data.
The Item 20 human element can, no doubt, be more engaging and easier to follow for many
prospective franchisees, so any way to provide even more interpretative remarks, explanation of
the numbers, and contact information (e.g., for ease of reaching current franchisees of the
franchisor) would be highly useful. Franchisee advocacy groups and associations could be
excellent resources for discovering and publicizing ways to tweak the Item 20 historical data. As
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with many FDD items, Item 20 has data which, if approached strategically, can provide the
potential franchisee more insights into how to make the most of the disclosures he/she has
received.

A key takeaway for any reader of practical advice to franchisee “wannabes” is to speak with a
number of different franchisees for the system that they may join. Anything that can ensure a
prospective franchise investor look carefully at all Item 20 tables, and engage with conversations
with a number of current and former franchisees (and even franchisees of competitors, if
possible), would certainly be commendable.

We know from commentary and cases the tremendous importance of obtaining timely and
accurate Item 20 data. In MTR Capital, LLC v. LaVida Massage Franchise Development, Inc.,
2020 WL 6536954 (E.D. Mich. 2020), a franchisor had not updated its Franchise Disclosure
Document (FDD) with quarterly reports of franchisee closures in Item 20. The franchisor was
held to have committed a deceptive and unfair trade practice under Florida's Deceptive and
Unfair Trade Practices Act (FDUTPA). The FDUTPA prohibits "[u]nfair methods of
competition, unconscionable acts or practices, and unfair or deceptive acts or practices in
conduct of any trade or commerce."* Under the FDUTPA, a plaintiff must still allege facts
plausibly suggesting that the defendants' actions were likely to cause consumer harm. The
plaintiff does not have to be a consumer, but it must prove the elements showing injury to
consumers. Under the FDUTPA, a consumer is one that is engaged in the purchase of goods or
services.” The court’s approach is representative of how Item 20 violations would likely be
treated under any state’s “Little FTC Act.™

Here are two sources for general understanding of Item 20:

1. Cristina Merrill, The Most Important Items in an FDD: Item 20 - Outlet, Transfer and
Franchise Owner Information: With information on a brand's number of outlets, transfers and

! Even when a commentator distills the key information to focus upon to simply a few things, Item 20
may be key. See Joel Libava, These 3 FDD Items Really Matier, U.S. SMALL BUS. ADMIN. (BLOG), Feb.
8, 2019, https:/fwww.sba.gov/blog/these-3-fdd-items-really-matter (recommending that prospective
franchisees go through all FDD Items with an attorney. but identifving “the three most important items
contained in the FDD™ as being Items 7 (Estimated Initial Investment), 9 (Franchisee’s Obligations), and
20 (Outlets and Franchisee Information).

* Fla. Stat. § 501.204(1). The FDUTPA also states, “[i]t is the intent of the Legislature that . . . great
weight shall be given to the interpretations of the Federal Trade Commission," and it further declares that
violations of the FTC Act. 15 U.S.C. § 41 et seq.. constitute FDUTPA violations. Fla. Stat. §§
501.203(3)(a), 204(2).

* Midway Labs USA, LLC v. South Service Trading, S.A., 2020 WL 2494608 (S.D. Fla. 2020).

* See Aliresha Q. Burchett-Williams et al.. Claims Under the “Little FTC Aets™: The High Stakes of Risk
and Reward, A B.A. 33" ANN. FORUM ON FRANCHISING, Oct. 13-15. 2010, at 5 (“each state and the
District of Columbia has at least one statute aimed in some way at prohibiting unfair and/or deceptive
trade practices™) (citing Carolyn L. Carter, Consumer Protection in the States: A 30-State Report on
Unfair and Deceptive Acts and Practices Statutes, NAT'L CONSUMER LAW CTR. (2009)). It is much
typically easier to win a claim under Little FTC Acts than under common law claims for fraud. Burchett-
Williams, et al., supra, at 5, The wording of these state statutes addressing unfair and deceptive behavior
(Little FTC Acts) “is usually drawn from the FTC Act, the Uniform Deceptive Trade Practices Act, or the
Uniform Consumer Sales Practices Act.” /d. at 2.
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more, Item 20 is not to be overlooked and provides valuable insights that hint at overall system
health, 1851 FRANCHISE, Jan. 24, 2020, https://185 | franchise.com/the-most-important-items-in-
an-fdd-item-20-outlet-transfer-and-franchise-owner-information-2712074#stories (discussing
some valuable things to which franchises should pay attention in order to avoid falling in
pitfalls.)

2. Scott Milas, Five Tips for Reading an FDD (Franchise Disclosure Document), June 8,
2021, ScorT MILAS, FRANCHISE COACH, https://scottmilasfranchisecoach.com/202 1/06/08/five-
tips-for-reading-an-fdd-franchise-disclosure-document/ (For item 20, a franchise should, among
other things, not judge based on the number of outlets but on the percentage of pledged outlets).

An ongoing issue, of course, is how up-to-date any information in an FDD is, perhaps especially
with Item 20. Attentiveness in this area is certainly necessary.® With more resources, the FTC or
state regulators no doubt could focus on pressing franchisors while alerting potential franchisees
and their representatives.

You testified that most prospective franchisees currently have access to significant amounts of
data, but may not have the experience or resources to adequately process it all before entering a
franchising agreement.

QUESTION 2:

Is it possible to distill down the most vital information for easier analysis? If so, what would that
look like, and are there regulatory or statutory changes necessary to carry it out?

ANSWER:

With 23 different Items and many subsections, certainly there is some information provided to
prospective franchisees which is quite likely more important than other information, at least for
most parties.® For example, balance sheets, required initial investments, financial performance

* Sandra Gibbs, Franchise Alert: Updating Disclosure Documents to Reflect System Changes During the
Pandemic, MULCAHY LLP, Aug. 13, 2020, https://www mulcahvllp.com/blog/franchise-alert-updating-
disclosure-documents-to-reflect-svstem-changes-during-the-pandemic. html (noting, during the Pandemic.
that for Item 20 there was difficulty in reporting "material changes" as some businesses were shutting
down permanently and some temporarily). The FDD is to be annually updated, but there also is a
requirement for (1) updating the FDD more frequently (with quarterly updates) if there are material
changes to various FDD disclosures and (2) in effect, for special, more immediate updates related to
financial performance representations. See FED. TRADE COMM'N, FRANCHISE RULE COMPLIANCE GUIDE
(2008), hitps:/'www.ftc gov/svstem/files/documents/plain-language/bus70-franchise-rule-compliance-
guide.pdf , at 126-129,

© A search of cases with the phrase “FDD Item™ shows that some Items are more popular than others as
bases for dispute. Items 19 and 20, along with Item 3 (disclosure of certain legal disputes involving a
franchisor or its predecessors, affiliates, parents, or other persons disclosed in item 2) are among the Items
that seem to be among the ones most frequently mentioned.

3



210

representations, if any (i.e., statements of profits or losses), and information about trademarks,
recent and pending litigation, and the growth or losses in terms of franchisees in recent years are
all quite important.

Furthermore, the degree of importance is likely to vary depending on industries, particular
franchise systems, and individual franchisees. However, the risk of having an executive
summary or a distilled list of information is that this will increase even more the chance that
prospective franchisees simply will not give much, or perhaps even any, consideration to the
FDD disclosures that are not included in the distilled (abbreviated) version.”

I think the preferable approach is to make the FDD accessible in such a way that readers can run
searches, aggregate data, and otherwise easily do comparisons between different FDDs. Some of
that is already possible, but more needs to be done, including providing user-friendly instructions
to follow in making use of data-crunching and data-comparison features.

An obvious practical problem is that the FDD is long and that its language often is difficult to
understand.® I fear, though, that a somewhat shorter form will still be viewed as lengthy and
complicated by many potential franchisees, and that the net effect may mean less (at least
certainly no more) reading beyond the distilled version than the present access to the one current,
longer FDD receives. In other words, if there is just one “regular” FDD of 240 pages,” as
opposed to a distilled version of, say, 40 pages that is in conjunction with that longer 240-page
FDD, then in the latter case the “regular” FDD will be even less likely to be thoroughly

7 For the arguments favoring the summary FDD format. see Eric H. Karp & Ari N. Stem, 4 Proposal for
a Mandatory Summary Franchise Disclosure Document, 35 FRANCHISE L. J. 541, 541-576 (2016). There
is a very brief document that could be a valuable leaming tool for prospective franchisces, as long as they
read it as a start to understanding the FDD, not the beginning and end of the process. New North
American State Administrators Association ("NASAA”) Instructions for Preparing State Cover Sheets
and State Effective Date Page (effective Jan. 1. 2020) (Bus. Franchise Guide (CCH) ¥ 5709),
https://www nasaa.org/wp-content/uploads/2019/06/New-Frachise-State-Cover-Sheets-Instructions pdf,
pp. 3-5 (“How to Use This Franchise Disclosure Document” providing some very basic guidance to some
of what are usually viewed as among the most important FDD items - Items 3-6. 12, and 19-21 - as well
as some basic, practical warnings about franchising).

¥ Both franchise law scholars and legal practitioners have noted this in numerous articles. See. ¢.g.. Robert
W. Emerson. Transparency in Franchising, 2021 COLUM. BUS. L. REV. 172, 204 (2021) (“the required
|franchise] disclosure document can be quite a lengthy read for prospective franchisces. The sheer
number of pages in the typical disclosure can be intimidating and is probably a reason so many
franchisces skip the important step of carefully evaluating the material information contained inside the
document."); Karp & Stern, supra note 7. at 543 (noting that recent years have seen "the material and
marked increase in the sheer amount of information contained in a typical franchise disclosure
document.": contending that this increase in information "makes the document impenetrable and
intimidating to most potential franchisces"): Rochelle Spandorf, Reading the IFDD: The Argument Against
Simplification, FRANCHISING.COM (May 4, 2021),

https:/fwww franchising com/articles/reading_the fdd_the arsument _asainst_simplification html ("the
FDD has grown so complicated and voluminous that it is 'intimidating' to the average prospective
franchisee").

# A study of 523 FDDs found their length to be a mean average of 251 pages, with the median length
being 229 pages. Uri Benoliel & Xu (Vivian) Zheng, Are Disclosures Readable? An Empirical Test, 70
ALA. L. REV, 238, 252 (2018).
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reviewed. Also, the more condensed the FDD is, the more likely it is to distill away something
that may really matter in some circumstances. How often will the franchise “prospects”
recognize the need to go from the distilled information and turn to the longer FDD?

The real problem for many prospective franchisees is that they do not hire professionals to assist
them — e.g., experienced franchise lawyers and/or others skilled in reviewing the information to
which they have become privy.!” With professionals, they could get the assistance needed to
fairly quickly and competently evaluate the available information, conduct additional research as
needed, and compare the choices before them (e.g., determining which issues require further
exploration; deciding whether to buy a franchise or not; if buying a franchise, settling upon
which one; selecting possible negotiation tactics and — more generally — optimal approaches to
business planning). The problem is not that there is too much information per se, but that an
inability or unwillingness to smartly analyze the information at hand, and thereby focus on all
factors pertinent to one’s particular situation, leaves the prospective franchisee suffering
information overload: this potential franchisee does not have too much information, but simply
needs to access it in a more useful manner.

As noted, most FDDs are quite long, and their language often is extremely complex.'" This is
despite a federal rule requiring the franchisor to provide prospective franchisees an FDD that is
written "clearly," "legibly,” and “using plain English,"'? meaning that the FDD should
“incorporate[] short sentences [and] definite, concrete, everyday language™ which is
"understandable by a [layperson, that is, a] person unfamiliar with the franchise business."'? Still,
the best retort to this criticism may be to concede that there are problems with many FDDs, but
focus on what would be a genuine solution to that problem. Of necessity, the rules mandate that
the FDD disclose much information. Succinct language should be used as much as possible, but
— even more so than shorter words and briefer sentences — three things would be distinct
improvements:

1. Make the FDD follow a format by which the accessing of that document. the FDD, can take

advantage of searching and data mining features.'* For potential franchisees and their
representatives this would entail, inter alia, the ability (a) to search for key words and otherwise

access the information therein, and (b) to compare the data across various FDDs. In essence, the
modified FTC franchise disclosure process would be modeled on the 2009 rule that the Securities
and Exchange Commission (SEC) promulgated concerning “Interactive Data to Improve

1 Robert W. Emerson, Fortune Favors the Franchisor: Survey and Analysis of the Franchisee s Decision
Whether to Hire Counsel, 31 SAN DIEGO L. REV. 709, 723-24 (2014) (citing franchisor lawyers and other
franchise law commentators to note the likelihood that unrepresented franchisees will not understand their
complex franchise agreements).

' Benolicl & Zheng, supra note 9, at 253 (using the Gunning Fog Index linguistics readability tool to
study 523 FDDs and concluding that, while the average franchisee has fourteen years of education
(completed community college). prospective franchisees need, on average, more than twenty vears of
education to understand FDDs on the first reading).

1216 C.FR. § 436.6(b).

Y Id. § 436.1(0).

4 Uri Benoliel, Have Disclosures Kept up with the Big Data Revolution? An Empirical Test. BOSTON
COLLEGE L. REV. 1-33 (2022).
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Financial Reporting.”'* Like the reports provided per the SEC’s 2009 rule, a machine-readable
FDD should save money and time and thus reduce errors (e.g., failing to read, or misreading, key
sections of the document). This enhanced FDD would assist data aggregation, help enforcement
agencies detect anomalous patterns possibly indicative of fraud, and even further empirical
scholarship.'® While the FTC’s Franchise Rule “aims to ensure that disclosures are human-
readable,”!” the disclosures should be more than that. They should be machine-readable: (1) in a
digital format enabling a computer to easily search and extract error-free data; (2) with a unified
structure and standardized taxonomy enabling systematic data extraction and processing; and (3)
including uniform but also unique “tags” (e.g., symbols or titles)."®

2, Provide that all FDDs be placed in an online repository (an online public forum) facilitating
comparison between different franchise networks. While a few states make FDDs available
online,'” the FTC’s maintenance of publicly available, current FDDs would make information
about franchise networks — hundreds of them - so much more accessible, transparent, and thus
cheaply acquired.

[The FTC should maintain] a federal franchise registry comparable
to the electronically accessible database solution (aka EDGAR)
that the Securities and Exchange Commission put in place almost
twenty-five years ago, which makes public company filings
immediately accessible to the investing public at no cost.
Franchisors operating anywhere in the United States would be
required to upload their FDD to the federal franchise registry,
which would gather and index FDDs and with a few keystrokes
accomplish universal informational transparency of all franchise
offers. A federal franchise registry would save franchisors the cost
of the currently repetitious registration process, a cost measurable
not only in dollars, but also in the potential disruption to a
franchisor’s sales activities in a Registration State due to
regulatory backlog and slow turn-around time. The filing fees that

13 Securities and Exchange Commission, Interactive Data to Improve Financial Reporting, Release Nos.
33-9002, 34-59324, 39-2461 (Apr. 13, 2009) https://www.sec.gov/rules/final/2009/33-9002 pdf. This
SEC rule requires publicly traded companies to disclose to the SEC financial statement information in a
machine-readable format - i.e., an interactive data format using the ¢Xtensible Business Reporting
Language (XBRL). Id_ at 1.

16 Benoliel. supra note 14, at 13-14.

T Id. at 25.

" Id. at 26-27.

1 Search. CALIF. DEPT. FIN. PROTEC. & INNOV .. hitps://docqnet.dipi.ca.cov/scarch/: Registration Search,
IND. SECURITIES PORTAL, hitps://securitics.sos.in.gov/public-portfolio-scarch/; Franchise Registration,

MINN, COMMERCE DEPT., https://cards web commeree state. mn.us/; Franchise Search, WIS. DEP'T OF
FIN. INST., https://www wdfi.org/apps/FranchiseSearch/MainSearch.aspx . A knowledgeable franchisee
or researcher thus can spend time on one or more of these sites gathering some FDDs, but access may not
be thorough in terms of how many different franchises’ FDDs are indeed stored there, and whether the
FDDs are the most current documents. More important, this process is time-consuming and not
necessarily feasible for most prospective franchisees or their representatives.

6
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franchisors would pay to upload their FDD annually to the federal

franchise registry and each time they make a material change to it

during their fiscal year would support the cost to maintain the

online database solution. The registry would require a franchisor to

consent to service of process in each state in which the franchisor

wants to offer and sell franchises to facilitate law enforcement by

state agencies. A federal franchise registry would put sunshine on

the performance of every franchise system operating anywhere in

the United States.”
3. Further admonish prospective franchisees of their need to hire experienced counsel — that it is
often “penny wise but pound foolish™ to save some upfront costs by foregoing professional
advice, interpretative skills (reading and explaining FDDs, contract terms, etc.), and negotiations
savvy.

[T]he FTC does not require the franchisor to provide
recommendations to the . . . franchisee to obtain counsel in its
disclosure documents [citing the FTC Franchise Rule, 16 C.F.R. §§
436-437]. However, as in other areas of law, this type of disclosure
could be the key to addressing and combating the various
psychological reasons— overconfidence, overoptimism, and
general incompetence—behind why franchisees do not obtain
counsel, and thus limit the harmful effects of uncounseled
franchisees.”!

A required notice could explicitly remind potential franchisees that what they are about ta
sign merits the expert guidance of a franchise attorney. The warning could say:

Before agreeing to become a franchisee, you should consult with
an experienced franchise lawyer, As a practical matter, including a
long-term savings of time and money, your hiring that lawyer at
the outset is almost always a “must.”

Do not trust in your ability, or the ability of others, to decide
whether you need a lawyer’s assistance for something this
important. Just as a new but persistent physical ailment should lead

2 Rochelle Spandorf, Can Federal Preemption Solve What's Wrong with Franchise Sales Laws? 39
FRANCHISE L.J. 477, 490 (2020), https://www americanbar org/content/dam/aba/publications/franchising
law_journal/spring2020/spandorf. pdf.
! Robert W. Emerson. supra note 10, at 766. In other nations, such as Australia. where the franchising
community is among the most thriving — as a percentage of the total economic activity — in the world, a
franchise agreement cannot be signed unless the franchisor receives signed statements from the franchisce
stating that the franchisee received independent legal or business advice related to the franchise
agreement or chose not to do so. See Trade Practices (Industry Codes—Franchising) Regulations 1998
(Cth) s 11 pt 2 (Austl.): sce also Stephen Giles & Rupert M. Barkoff. Australian Franchise Law: How 1o
Avoid Being a Shrimp on the Australian Franchising Barbecue, 29 FRANCHISE L.J. 164, 171 (2010)
(discussing how franchisors in Australia “must recommend that franchisees seck independent legal and
business advice™; stating that Australia’s required waming and franchisee acknowledgement “may sound
unwieldy. or perhaps paternalistic. to U.S. lawyers. but [thev] operate|| well in practice™).).

7
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you, as a matter of personal health, to do more than just treat it
vourself but to see a medical doctor, so you, when buying a
franchise, should not “go it alone.” To proceed without a lawyer,
you simply do not know enough about this franchise, the legal
nature of the franchise documents, and the many relevant laws.

The nature of professional expertise (medicine, law, etc.) is that
even an otherwise very smart and experienced individual, if not a
professional in that field, needs professional assistance. Also, your
lack of training and experience in law likely makes you unable to
assess whether and how a legal expert (a franchise lawyer) could
help you. So, no matter how smart or experienced you may be
generally or even for this particular type of business, you probably
cannot accurately weigh the costs of “going it alone™ versus paying
for legal counsel. Very often in hindsight, a franchisee who failed
to hire a lawyer deeply regrets that he or she did not hire a lawyer
at the outset. 2

There is concern that some franchisors exaggerate or outright lie about the historical
performance of their brand. You testified that giving franchisees a private right of action or
preventing the use of arbitration clauses could be helpful.

QUESTION 3:

Can you please elaborate on these recommendations and how they could protect franchisees?

ANSWER:
Private Right of Action

Every state has enacted one or more statutes against consumer fraud and other deceptive trade
practices, and these laws typically permit a private cause of action for violations of the FTC
franchise rules.* Likewise, at the federal level are many laws that both an administrative agency

2 Emerson, supra note 10, at 770.

* See Debra Burke & E. Malcolm Abel 11, Franchising Fraud: The Continuing Need for Reform. 40 AM.
Bus. L.J. 355, 371-373 (2003) (listing ways in which state laws enforce FTC franchise rules through
private rights of action; also citing Robert W. Emerson. Franchising and the Collective Rights of
Franchisees, 43 VAND. L. REV. 1503, 1509-13 (1990)) (discussing how some state legislatures grant
franchisees a private cause of action for any losses to the franchisee caused by the franchisor’s failure to
comply with certain state laws); Brvan Schwartz et al., Response to Consuliation Paper on Franchise
Law, 8 ASPER REV. INT'L BUS. & TRADE L, 253, 299 (2008) (detailing ways in which states enforce the

8
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and private parties may pursue; while only 18 states permit a private cause of action to enforce
violations of the FTC Rule, in the other 32 states a franchise purchaser who relied on incorrect
information in the FDD must prove fraud (which usually requires proof of intent to mislead). Yet
all states have Blue Sky laws, and the federal securities laws have private rights of action. In
comparison, franchise law has no such broad, organized structure. In every state, there is,
instead, industry-specific franchise legislation for at least one of these subject areas (and very
likely more): auto dealerships, gas station owner-operators, farm equipment dealers, and
distributors of wine, beer, or other alcoholic bcvcrages.“ On the other hand, over half of the
states have no statute for franchising generally, whether for disclosure, registration, or the
franchise relationship itself. >

Relief in state courts is not always obtainable; even when it is legally available, that avenue may
still not be practical, as a matter of procedure, state judicial disposition, or, most pointedly, the
rule’s actual interpretation. On the other hand, a federal case dealing with a violation of the FTC
Franchise Rule would be direct, logical, and easier for all concerned to understand as to its
procedural posture and its legal basis (e.g., with cases simply (1) pointing to the rule, (2) alleging.
a violation, and (3) asserting a remedy thereunder).

A private right of action in effect allows franchisees and other interested parties to boost
tremendously the effectiveness of the Franchise Rule given that FTC or state agencies, often due
to limited funds and staffing, simply cannot investigate many allegations, let alone undertake the
even costlier follow-through of pursuing rule violations in court.

The current problem with the FTC Rule and its enforcement is that it is a rule at one level
(national), with a scattered set of enforcers, cases, and legal pronouncements at another level
(state).?® This dual framework certainly can and often does work.?” However, it is clearly more
convoluted and costly than it needs to be, both for the particular litigants and for franchising as a
whole. This dual framework impedes the establishment of a sensible set of precedents, as the
particular laws, remedies, processes, and standards are in such variance, even when the case

FTC franchise rules); supra notes 2-4 and accompanying text (discussing Little FTC Acts found in all of
the states).

** This has long been noted and discussed since the early days of generalized (non-subject specific)
franchise legislation in some states, which had one tremendous boom, in over a dozen states in the 1970s,
never to be repeated. The industry-specific laws actually often preceded these general laws. See Emerson,
supra note 23, at 1512-1513.

** Robert W. Emerson & Michala Meiselles, U.S. Franchise Regulation as a Paradigm for the Euvropean
Union, 20 WASH. U. GLOB. STUD. L. REV. 743, 769-771. 769-770 n.161 & 770-771 n.167 (2021)
(showing that 135 states have registration and/or disclosure state franchise laws. that 17 states have
franchise relationship statutes, and that, with the overlap between those two groups of states, there are
altogether 23 states with some form of these franchise states: hence, the conclusion that 27 states have no
such general franchise statute, whether covering substantive law or otherwise providing for registration or
disclosure requirements).

26 Even when the cases are before the federal courts, the law itself tends to be state law, with the federal
court presiding via diversity jurisdiction.

*71f a party is upset with another party’s conduct. such as a franchisor’s allegedly non-existent or
misleading disclosures, and the party has the knowledge, inclination, and means to pursue a case,
certainly an action can, very likely, be pursued.
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involves, at least in part, the interpretation of something that does not vary — one national rule,
With a private right of action, it would be clearer and easier for a party to proceed directly on the
matter at hand, and at least some aspects of the judicial decision-making would become more
direct and more nationally resolute, hence more manageable. Leading back to the discussion,
above, for Question 2, this proposed private right of action would make the disclosure case law
more focused on the Franchise Rule — how comprehensible, intellectually coherent and of
practical importance are the Items within the rule - thus reinforcing the parties’ need to read the
FDDs and perform their due diligence.

Currently, the rarity of any FTC proceedings over Franchise Rule violations means that a federal
standard, via case decisions, is more hope than even happenstance. For a rule to be before the
courts, without the case clutter of extraneous procedural and substantive law matters® apart from
dealing with interpretation of the required disclosures, would surely, over time, help further a
national disclosure standard. The linchpin for this development would be a private right of
action. A bill, such as the one currently put forward by Rep. Jan Schakowsky of lllinois, “to
provide a private right of action for persons harmed by violations of the Franchise Rule of the
Federal Trade Commission, and for other purposes,” is a simple declaration of a right to seek
actual damages, additional equitable relief, including contract rescission, and reasonable
attorneys’ fees and costs.”” The more direct the line between a material violation of the Franchise
Rule and a suit against the violator, the better it is.*

No Compelled Arbitration / No Waiver of a Franchise Party's Right to Go to Court

The statistics on arbitration, in terms of the contractual choices of franchisors, indicate the
franchisors’ assessment of arbitration. Over time, increasingly franchisors have chosen to
include an arbitration clause in the franchise agreements that they have drafted, from under a
third of such agreements (31%) in 1993 to well over two-thirds (70%) twenty years later, in
2013 .*! Another sign of how favorably predisposed toward arbitration are the franchisors is the
attitude of franchise attorneys toward arbitration. 1 have heard these attitudes almost universally
expressed by practicing attorneys, both attorneys who represent mainly or exclusively

* One example of many such drags on the legal process is having a trial or hearing that deals less with the
Rule, the alleged non-disclosures, and facts about the franchise while instead considering what may be
considered more peripheral issues, such as the franchise applicant’s reliance, business sophistication and
other fraud issues. Many state law cases build off an alleged FTC Rule violation, but depend on state
common law and procedural concemns rather than, principally if not entirely, a clear-eved focus on the
Rule itself (i.¢., on the required disclosures and whether they were provided or not).

2 https://schakowsky house gov/sites/schakowsky house gov/files/SCHAKO 080 xml pdf; Schakowsky

Inrmdm.ex Legislation to f’mprm er Franchise ()imer.s PRI S8 RJ— EASE, Feb. | 2022
e :, d P sae

franc]‘n SE-OWIErs.

* Nothing would be as upfront as a suit in court based directly on a materially inaccurate misstatement or
misdirection with regard to an FDD, or on the failure to make any of the required federal disclosures at
all. Presently, that clarity is missing.

31 Robert W. Emerson, Franchise Coniract Interpretation: A Two-Standard Approach, 2013 MICH. ST. L.
REV. 641, 695 (2013).
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franchisees and those who represent mainly or exclusively franchisors. This sample is, of course,
hardly scientific, but it has been, over the years, a steady drumbeat of dozens and dozens of
lawyers, with much experience in the field, almost all asserting, quite strongly, that arbitration
favors the franchisor, that it is intended to do so, and that it accomplishes that fact.

Here are some of the views I have regularly heard, which I believe the espousing attorneys have
a good basis for opining:

1. Even when state franchise laws do try to balance the scales, such as by trying to require
litigation in the franchisee’s state, the Federal Arbitration Act supersedes the state approach, and
that benefits the franchisor.

2. Even if there is a franchise relationship law, it often fails to reach arbitration clauses.

3. Many franchisors overreach, such as with contract provisions that are onerous from the
franchisee's point of view,

4. Franchisors occasionally prefer to adopt a different, pro-litigation posture, rather than
arbitration, for at least some aspects of their case against the franchisee. These instances show, if
not hypocrisy when it comes to some arbitration, at least the fact that franchisors recognize the
times when arbitration is not the best answer for them. In these instances, unlike the franchisees,
the franchisor can avoid the limiting features of arbitration.

[Flranchisors may limit the scope of arbitration via carve-outs or
simply avoid adopting mandatory arbitration clauses altogether.
The most common carve-outs in franchise arbitration are for
trademark disputes and claims seeking injunctive relief. A
franchisor’s trademark “is the lifeblood of the business,” and most
franchisors will not risk an arbitrator’s binding determination that
the mark is generic or invalid. Similarly, because injunctive relief
can take weeks or months in arbitration, franchisors are interested
in preserving access to courts when immediate injunctive relief is
necessary. One example is an ex-franchisee’s unauthorized use of
proprietary information or trademarks, in which case immediate
injunctive relief is necessary to stop potential harm to the
franchisor. Franchisors might also seek immediate injunctive relief
if franchisor liability for the franchisee’s acts is at issue 3

5. Arbitration clauses are often intended principally to discourage franchisees from asserting
claims. And franchise agreements usually carve out exemptions from arbitration for the
franchisor, but not the franchisee; hence, the franchisor may continue to seek injunctive relief in
court while other parties may see their claims limited to money owed (debts).

[M]andatory arbitration provisions can be particularly onerous for
franchisees, The arbitration provision is theoretically neutral, but in
practice, arbitration provisions tend to favor the franchisor.
Arbitration provisions differ from franchisor to franchisor, but

32 Robert W. Emerson & Zachary R. Hunt, Franchisees, Consumers, and Employees: Choice and
Arbitration, 13 Wm, & Mary Bus. L. Rev. 487, 553 (2022) (citations omitted).

X!
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typically the arbitration provision will designate where the
arbitration will take place (usually in a location most convenient to
the franchisor), limit the timeframe in which a franchisee can
assert a claim against the franchisor, and exempt situations in
which a franchisor needs to assert its rights. An arbitration
provision can also prevent class actions, allow the franchisor to
decide the qualifications of an arbitrator, and limit remedies.*

Because franchisor-franchisee arbitration has been viewed as a less problematic form of dispute
resolution - business-to-business arbitration - often the unfairmess of contractually-compelled
franchise arbitration is viewed benignly. It is actually more extreme for the franchisee than the
arbitration to which an employee or a consumer may be subject: “[F]ranchisees are relatively
unprotected in the event an opportunistic franchisor exerts its bargaining power. . . For example,
whereas employment and consumer due process protocols require proceedings in a reasonably
accessible location, franchisors are subject to no such requirement and may freely stipulate a site
unfavorable to the franchisee.”*

QUESTION 4:

Additionally, do these legal remedies address the current concerns about how financial
performance data is disclosed?

ANSWER:

As a matter of course, financial performance representations (“FPRs™) should be provided. In
fact, they often are given, and the failure to do so can be a strong, worrisome signal about a
possible franchise investment. If FPRs are to be required, the Federal Trade Commission is in

position to amend the FTC Rule,* or Congress could in effect do so by amending the FTC Act.*

With respect to the manner and degree of disclosures about financial performance, in general,
whether for financial performance data or any other franchise disclosures, both the elimination of
compelled arbitration (and opening up greater possibility for parties to go to court) and the
ability to take cases under a private right of action for Franchise Rule violations, can provide
access to the courts in a way much more suited for and fair to the parties (e.g., the franchisees)
than would arbitration or other less “direct™ (no private right of action) proceedings.

3 Id. at 344-345 (citations omitted).
# Jd_ at 563 (citations omitted).

3 See Robert W, Emerson, Written Statement for Hearing, “Small Business Franchising: An Overview of
the Industry, SBA s Role, and Legislative Proposals,” March 16, 2022, U.S. Senate Committee on Small
Business and Entrepreneurship, at 9.

#15US.C. §45.
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QUESTION 5:

Would either of these proposals require Congressional action?

ANSWER:
Private Right of Action

While the FTC's power to regulate franchise sales derives from the FTC Act, which gives the
FTC broad power,>” no private right of action is declared in the FTC Rule **

The original FTC Rule®” was promulgated in 1978 and effective October 21, 1979 pursuant to
the FTC’s power under Section 5 of the Federal Trade Commission Act'’ to proscribe "[u]nfair

15 U8.C. §§ 41-77.

3 A number of holdings find there is no private right of action. Akers v. Bonifasi, 629 F, Supp. 1212,
1221 (M.D. Tenn. 1985): Holloway v. Bristol-Meyers Corp., 485 F.2d 986 (D.C. Cir. 1973); Days Inn of
America Franchising, Inc. v. Windham, 699 F. Supp. 1581, 1582 (N.D. Ga. 1988): Symes v. Bahama
Joe’s, Inc., Bus. Franchise Guide (CCH) 4 9192 (D.C. MD 1989); Brill v, Catfish Shacks of America,
Inc., 727 F. Supp. 1035, 1041 (E.D. La 1989); Mon-shore Mgmt., Inc. v. Family Media, Bus. Franchise
Guide (CCH) ¥ 8494 (S.D.N.Y. 1985); Freedman v, Meldy’s Inc,, 587 F. Supp. 658, 662 (E.D. Pa, 1984):
Chelson v. Oregonian Publishing Co., 1981-1 Trade Cas. (CCH), ¥ 64.031 (D.Ore.1981) [1981 WL
2077]; Banek Inc. v. Yogurt Ventures USA, Inc., (E.D. Mich. 1992); Layton v. AAMCO Transmissions.
Inc., Bus, Franchise Guide (CCH) ¥ 9471 (D.C. Md. 1989); Mercy Health Sys. of Southeastern Pa. v.
Metro. Partners Realty LLC, Bus. Franchise Guide (CCH) ¥ 12,376 (E.D. Pa, 2002); G&R Moojestic
Treats, Inc. v. Maggiemoo’s Int’l, LLC, Bus. Franchise Guide (CCH) ¥ 12.826 (S.D.N.Y. 2004);
Ventimighia v. AT&T Yellow Pages. 543 F. Supp. 2d 1038, 1045 (E.D. Mo 2008): Vino 100, LLC v.
Smoke on the Water, LLC, Bus. Franchise Guide (CCH) ¥ 14,805 (E.D. Penn. 2012); PT Sak, LLC v.
QFA Rovaltics. LLC. Bus. Franchisc Guide (CCH) ¥ 14,996 (D. Colo. 2013); Yumilicious Franchise.
LLC v. Barrie, Bus. Franchise Guide (CCH) ¥ 15,725 (5th Cir. 2016).

But see Bailey Employment System, Inc. v. Hahn, 545 F. Supp. 62, 71-73 (D. Conn. 1982), judgment
aff'd, 723 F.2d 895 (2d Cir. 1983) (concluding that while a franchisee aggrieved by the FTC’s failure to
compel a full disclosure cannot sue under the Federal Trade Commission Act. the franchisee may scek
recovery under Connecticut’s "little" FTC Act): accord. La Macaron, LLC v. Le Macaron Development,
LLC. 2016 WL 6211718, Bus. Franchise Guide (CCH) ¥ 15.852 (M.D. Fla.. October 24, 2016) (Florida
statute). Akers v. Bonifasi, 629 F. Supp. 1212, 1221, Fed. Sec. L. Rep. (CCH) § 92771 (M.D. Tenn. 1984)
(Tennessee statute): but see Vino 100, LLC v. Smoke on the Water, LLC, Bus, Franchise Guide (CCH) §
14,805 (E.D. Penn. 2012) (evaluating the claims under the Georgia “little FTC Act” — finding a franchise
was not a consumer transaction under the state statute); 839 Boutique Fitness, LLC v. Cyclebar
Franchising, LLC, Bus. Franchise Guide (CCH) ¥ 15,571 (E.D. Ky, 2016) (citing Kentucky Consumer
Protection Act and finding the franchise was not a consumer transaction),

And some states simply have not decided whether a violation of the Franchise Rule is a deceptive trade
practice. Yumilicious Franchise, LLC v. Barrie, Bus. Franchise Guide (CCH) ¥ 15.725 (5th Cir. 2016)
(discussing Texas” Deceptive Trade Practices Act).

¥ 16 C.FR. § 436,
' Section 5(a) of the FTC Act provides that “unfair or deceptive acts or practices in or affecting
commerce . . . are . . . declared unlawful.” 15 US.C. § 45(a)(1).
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methods of competition ... and unfair or deceptive acts or practices in commerce."*' In 1995, the
FTC began a regulatory review of the Rule, and — after many hearings and commentary - it
issued a revised Rule on March 30, 2007, Again, just as in the original Rule, while there had
been discussion about including a right of action provision, no such clause was included in the
amended Rule. That is especially important because a private right of action has not been found
by implication.

It has long been the understanding of the FTC and the courts that the agency cannot, on its own,
grant to aggrieved persons (e.g., franchisees) a private cause of action directly stemming from a
failure to make the disclosures called for under the FTC’s Franchise Rule. Instead, it seems clear
that, for the private right of action reform, a simple bill, such as the proposal from Rep. Jan
Schakowsky of Illinois, is needed. That bill states that its intent is “to provide a private right of
action for persons harmed by violations of the Franchise Rule of the Federal Trade Commission,
and for other purposes.”*

No Compelled Arbitration / No Waiver of a Franchise Party's Right to Go to Court

I believe this, too, could only be effectively and for the long-term improved (reformed)
through Congressional action. Enactment of the Forced Arbitration Injustice Repeal Act (the
FAIR Act), or the newest form thereof, would be a way to undertake this improvement.

In your written testimony, you mentioned that brokers and other third parties may be making
misrepresentations to prospective franchisees outside the FDD regarding financial performance
of the franchisor.

QUESTION 6:

Can you please provide additional details on the nature of this practice and suggestions on what
Congress or federal regulators can do to address that problem?

ANSWER:

Online, a prospective franchisee will encounter much information about how to undertake its
search for, and evaluation of, various franchises, Brokers or consultants can help provide
information and guidance. But accessing such persons is certainly not something one needs to
do. As one article concluded, “a franchise broker is optional but it is critical that you hire a

15 U8.C. §45.

*H.R.6351, 117" Congress (2021-2022) — “To provide a private right of action for persons harmed by
violations of the Franchise Rule of the Federal Trade Commission, and for other purposes™ (Feb. 1,
2022).

14
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franchise lawyer, consult third-party research, and speak with current and past franchisees.”*

Note that although the FTC Franchise Rule fails to require disclosures about franchise “brokers”
it does require that the FDD’s receipt pages state the name, principal business address, and
telephone number of each franchise seller offering the franchise.**

The practical and legal issues associated with the use of brokers and other third parties has long
been a topic of concern.*® There are significant problems that loom over any use of this
assistance. As an experienced franchise lawyer put it, franchisors could be "legally stuck” with
the “uncontrolled” profit projections made to potential franchisees by current franchisees or
others.* Of course, our gaze should go beyond the franchisor, looking past the franchisor’s
potential for liability stemming from the actions of brokers or others allegedly acting on the
franchisor’s behalf; we should focus on the harm to the franchise prospect, that is, the very injury
from which any claim against the franchisor would spring.*’

The problem with franchise brokers or other sellers is that they may be even less susceptible to
FTC actions, and the private cases against them often face steep legal obstacles. Franchise
brokers and sellers are subject to compliance requirements,** but it is difficult to win suits against

+ The Pros and Cons of Working with a Franchise Broker, FRANCHISE BUS, REV., Oct. 21, 2021,
https://franchiscbusinessreview . com/post/franchise-broker/. A franchise broker is. generally. an
independent third party who solicits franchise sales and is paid by commissions from the franchisor.

# CFR. § 436.1(j) states:

Franchise seller means a person that offers for sale, sells, or arranges for the sale of a franchise, It
includes the franchisor and the franchisor's emplovees, representatives, agents, subfranchisors, and third-
party brokers who are involved in franchise sales activities. It does not include existing franchisces who
sell only their own outlet and who arc otherwise not engaged in franchise sales on behalf of the
franchisor

* Nicholas A. Bibby. Leslic D. Curran & Richard Kolman, Pros and Cons of Using Brokers, Developing
Agentis and Referral Sources, AM. BAR ASS™N 30TH ANN. FORUM ON FRANCHISING (Oct. 10-12, 2007,
Phoenix. Ariz.): J. Mark Dady & Robert A. Lauer. Franchising 201 Effective and Compliant Use of
Brokers and Sales Agents, AM. BAR ASS™N 40TH ANN. FORUM ON FRANCHISING Oct. 18-20, 2017, Palm
Desert, Calif’).

“ Mark H. Miller. You Did What? — Potential Pitfalls for the Franchisor. FRANCHISE AND DISTRIBUTION
LAW INSTITUTE (State Bar of Texas), at 28 (2004) http://www jw.com/wp-content/uploads/2018/09/Y ou-
Did-What-%E2%80%93-Patential-Pitfalls-For-The-Franchisor. pdf (referring to franchisor liability for the
actions of current franchisees who provide erroneous profit “data™ to prospective franchisees in order to
receive referring bonuses or other benefits from the franchisor).

*" The franchisor’s liability certainly could be a concem, but it only arose secondarily; it is an issue
because of the initial harm (deception of the prospective franchisee) occurring in the first place.

* For example, besides some prohibitions concerning the making of FPRs, a franchise seller (c.g.. a
broker) is generally prohibited from carrying out these seven acts or practices: (1) providing information
contradictory to the FDD; (2) using “shill” testimonials or fictitious references; (3) failing to make
requested carly disclosures: (4) failing to furnish updated disclosures: (3) failing to note unilateral
modifications on the franchise agreement presented for signing: (6) using some forms of disclaimers and
waivers: and (7) failing to make promised refunds. FED. TRADE COMM N, supra note 5, at 138-143.
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them or the franchisors who sometimes benefit from, at best, questionable franchise sales
practices.*

Absent lawsuits and poor publicity, the franchisor may have little short-term incentive to rein in
third parties whose exaggerations or outright lies bring more prospects their way.*® This strategy
may prove self-defeating, as such prospects who become franchisees and ultimately come to
believe they were swindled usually make for poor, disgruntled members of a franchise
community. However, that may be a long-term worry, pushed aside if the short-term focus is
mainly just growth through sales of franchises, not the sustainability of the network (e.g.,
through rising franchisee net revenues). Regardless of whether the franchisor’s salesperson is a
franchisor employee, broker, current franchisee, or some other individual with a financial interest
in producing a “sale,” the scenario can be the same, even when an FPR is provided, because
those are generally couched in limiting accountancy language and disclaiming legal lingo.
Besides, prospects likely want to hear the “facts” about profits, even if supposedly for a second
time, but this time in layperson’s terms. Actually, “since the prospective franchisee is ravenous
for estimated profitability data and the franchisor’s sales person wants to make the sale so he can
[receive a] franchise sales commission[], the franchisor sales person will be motivated to give
some profitability data regardless of the franchisor s written instructions.”'

The FTC should directly prohibit disclosures outside of the FDD, which are often rendered
informally (e.g., merely provided orally) and sometimes offered by credentialed and/or certified
third parties. Not only should franchisors not be permitted to share information about the
franchise with lenders, brokers, consultants, salespersons, or others if that information is
unavailable to the franchisees. For third party franchise brokers, consultants, and any other
salespersons who engage in the sale of franchises, the FTC should impose a licensing
requirement, including if need be the fiduciary duties one would expect for the financial,
personnel, contractual, and other disclosures meted out under the Franchise Rule.’? A first step
would be to look to state practice for lessons in how franchise brokers or other sellers should be
regulated. Two states currently mandate that franchise brokers be registered, New York with a
one-time registration®® and the state of Washington annually.**

ILKB v. Singh, 20-CV-4201 (EDN.Y. June 7, 2021), https://casetext.com/case/ilkb-lle-v-singh-1, isa
good example of how franchisees often cannot go far with allegations of misrepresentation unless they
can be very specific and - hopefully - there are representations made in writing, not just through oral,
more disputable, statements.

 See Emerson, supra note 35, at 6 & 6 nn.17-19 (discussing the problems associated with use of
franchise brokers to produce prospects and, ultimately, sales of franchises): id. af 6 n. 18 (citing a source,
The Franchise Maker, for the estimate that over half (60%) of all franchise lawsuits stem from franchise
sales misrepresentation, with franchise brokers often to blame).

*! Miller, supra note 46, at 28 (emphasis added).

32 Franchise sellers ordinarily must disclose information to the prospective franchisees with whom they
are interacting. See FED. TRADE COMM'N, supra note 5. However, one could say that these are
transaction-specific disclosures rather than a registration required to be provided to the state, such as for
New York and the state of Washington (infra notes 53-34 and accompanying text).

* https://ag.nv. gov/sites/default/files/form-i-franchise-broker-registration. pdf
* https://dfi.wa gov/sites/default/files/forms/fba. pdf
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The FTC should bring more franchising enforcement actions. If more funding is needed to do
that, the funding should be provided as, in the long run, salutary effect of even a few well-
deserved and well-publicized cases can more than justify the costs of pursuing these actions.
Franchising is such a large and vital part of our economy, yet the legal and practical oversight of
it has been unnecessarily restricted by the limited regulatory resources and by a legal framework
that only allows the FTC to bring direct enforcement actions for Franchise Rule violations.

What if regulators or lawmakers object to the monetary or other costs associated with heightened
FTC enforcement, perhaps arguing that the current rules are sufficient and that competition in the
franchise sales market is superior to increased regulatory oversight even if that means some
violation of rules goes unpunished? Such an argument may be seen as condoning these
violations. Furthermore, there is an alternative. If the existing rules are adequate, but more
governmental rule-making or rule-enforcement is viewed as too costly, then why not simply
enhance the enforcement of those existing rules (specifically, the FTC Franchise Rule) by
allowing affected parties to have a right of action?

One simple measure certainly is in order; A private right of action under the FTC’s Franchise
Rule. Other laws should also be enacted: (1) A provision protecting from contractual waiver a
franchised party’s right to go to court; (2) The “SBA Franchise Loan Default Disclosure Act,”
(S. 2162)*; (3) If FPRs under the FTC Franchise Rule’s Item 19 are to be mandated, require that
this be done subject to the oversight of the agency best suited to the task, the Federal Trade
Commission; (4) Provide that all FDDs be placed in an online repository (an online, free-to-the-
public forum); and (5) Require that all FDDs be machine-readable (fully accessible for searching
and data mining).

Question from:

Senator Marshall

QUESTION 1:

Would a bill to codify a joint employer standard as a person that, “directly, actually, and
immediately (and not in a limited and routine manner) exercises significant control over the
essential terms and conditions of employment” Be beneficial for independent franchisors?

** See Emerson, supra note 33, at 10. The Written Statement and the Hearing on March 16, 2022 also
briefly dealt with the issue of whether data was being disclosed by franchisors to facilitate lending for a
franchise purchase. but that the data may not have been fully disclosed to the prospective franchisce. This
matter may need clarification.
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ANSWER:

I believe that bill is the proposed Save Local Business Act.*® To me, the key question is whether
and how the proposal would benefit not just the franchisor, but also the franchisee and society.
Of course, individual franchises, owned and operated by franchisees, tend to be “local.”

A separate issue is whether the franchisees are independent contractors (not employed by and/or
serving as agents of the franchisor). The franchise parties’ contracts often state that this is the
case. | do believe that the law, as applied, typically could, and should, be clearer in this area,
whether concerning joint employment or simply any area broadly involving franchising, agency,
vicarious liability, and related issues.

The proposed PRO Act would codify the joint employer standard adopted by the National Labor
Relations Board.’” Two or more employers would be considered the joint employer of a worker
if there is shared control of the worker’s essential terms and conditions of employment.”® The bill
also adds a provision defining independent contractors as opposed to employees, following the
three-part rule (the “ABC Test”) implemented in a California court case, subsequently codified
and expanded in a California statute (the “AB5 law).”

% The bill would, 1 understand, amend the National Labor Relations Act and the Fair Labor Standards Act
to declare that an employver may be considered a joint employer in relation to an employee only if such
emplover directly and immediately exercises control over the essential terms and conditions of
employment. Of course, as with any such proposal, terms and definitions certainly matter.

a7 Prctt,ctmg the nght to Organize Act of 202] HR.842, 1177 Cnngress (2021-2022),
hi - 42/t

* Id. The PRO Act bill, passed by the House of Representatives on June 9, 2021, includes this provision:

JOINT EMPLOYER.—Section 2(2) of the National Labor Relations Act
(29 U.S.C. 152(2)) is amended by adding at the end the following: “Two
or more persons shall be emplovers with respect to an emplovee if each
such person codetermines or shares control over the employee’s essential
terms and conditions of employment. In determining whether such
control exists. the Board or a court of competent jurisdiction shall
consider as relevant direct control and indirect control over such terms
and conditions, reserved authority to control such terms and conditions,
and control over such terms and conditions exercised by a person in

fact: Provided, That nothing herein precludes a finding that indirect or
reserved control standing alone can be sufficient given specific facts and
circumstances.

Id. at Sec. 101(a).

* Independent contractor versus employee, CALIF, DEP'T INDUS. RELATS,,
https:/fwww dir.ca gov/dlse/fag independentcontractor.htm (Jan. 2022). The PRO Act provision in effect
adopted California’s AB3S law:

EMPLOYEE.—Section 2(3) of the National Labor Relations Act (29
U.S.C. 152(3)) is amended by adding at the end the following: “An
individual performing any service shall be considered an emplovee
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To me, it is understandable for franchisors to worry that the franchise model potentially includes
a large number of potential joint employers. To deal with that, though, the franchisor needs to do
what has been done for a long time — involve itself in the establishment and maintenance of the
overall franchise network and the protection of the system’s trademarks without becoming a
second “owner-manager” of the business units. Often, signs of joint employment arise while the
franchisor seeks to protect its brand.® Franchisors may try to require the franchisee to meet
certain standards approved within the franchise agreement.®! These procedures are intended to
create a uniform experience for customers as well as build brand loyalty °* However, the more
the franchisor plays a part in the franchisee’s business, the greater the indicia of a joint
employment situation.®® For example, it is one thing for a franchisor to recommend, generally, an
operating policy, but quite another to mandate policies directly affecting the franchisee’s
employees’ terms and conditions of employment.** Here, one must consider the reality of
relationships in which the franchisor often dominates the franchisee:

[F]ranchisees are more likely than arms-length, independent
businesses to perceive and respond to franchisor
“recommendations” as requirements in light of the franchisors’
immense power over the economic opportunities of franchisees.
... . [For] power imbalances between franchisors and franchisees,
decision-makers should consider how economic dependence

(except as provided in the previous sentence) and not an independent
contractor, unless—

“(A) the individual is free from control and direction in connection with
the performance of the service, both under the contract for the
performance of service and in fact:

“(B) the service is performed outside the usual course of the business of
the employer: and

*(C) the individual is customarily engaged in an independently
established trade. occupation, profession, or business of the same nature
as that involved in the service performed.

Protecting the Right to Organize Act of 2021, supra note 57, at Sec. 101(b).

" Michael Brennan et al., Joint Liability for Franchisors: Employment, Vicarious Liability, Statutory and
Other Liabilities, 14 INT'L J. FRANCHISING L. 3, 16 (2016).

ol id.
“Id.

% John T. Bender, Barking up the Wrong Tree: The NLRB s Joint-Employer Standard and the Case for
Preserving the Formalities of Business Format Franchising, 35 FRANCHISE L.J. 209, 211 (2015).

 As a matter of fairness. including meeting the expectations of customers, the more the franchisor. via
instruction or otherwise, exercises control over franchisces, the more appropriate it becomes for the
franchisor to be viewed as responsible for the franchisee’s actions. This leads to the basic concept of
vicarious liability, such as under actual authority or apparent authority. See Robert W. Emerson,
Franchisors in a Jam: Vicarious Liability and Spreading the Blame, 47 ). COrp. L. (iss. 3 - forthcoming
2022).
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affects whether franchisees interpret franchisors’
“recommendations” as requirements **

Indeed, courts have long understood that an agreement’s simply saying the parties are not joint
employers or that an arrangement is merely a license does not keep courts from looking at the
realities of the relationship. Courts can, and in fact often do, instead find that a party actually is a
franchisee,® and sometimes a court may conclude that a franchisor is a joint employer.®” The law
should continue to allow for such judicious interpretation, but the proposed Save Local Business
Act may stymy further fair and sensible holdings in line with franchising, contracting, and hiring
developments. With a cramped view of what would constitute a controlled hiree (i.e., an
employee), the proposed Act sets forth a series of terms (“directly,” “actually,” “immediately,”
not “limited and routine,” “significant control,” “essential”) that individually and collectively
would, rather drastically, skew a judge’s or other decision maker’s approach against joint
employment. It would restrict the continued development of case law and regulations that is in
line with the realities of how many franchised business relationships actually operate.

Respectfully submitted,
Robert Emerson
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* Andrew Elmore & Kati L. Griffith, Franchisor Power as Employment Control, 109 CALIF. L. REV.
1317, 1363-1364 (2021) (citations omitted).

“ See Safe Step Walk in Tub Co. v. CKH Industries. Inc.. 242 F. Supp. 3d 245 (2017). Safe Step Walk in
Tub licensed intellectual property to CKH Industries, and Safe Step in turn could (a) compel CKH to alter
its business model, (b) set CKH’s minimum sales requirements, (c) assist in CKH franchisee’s marketing
plan, (d) terminate the Safe Step-CKH agreement for CKH’s failure to complete mandatory training or
not providing monthly financial documents, and (¢) prevent CKH from selling any competitor’s products.
Id. at 258. The court found that such controls indicated a franchise relationship, not just a “license™ as
provided in the Safe Step -~ CKH contract. It held. “Safe Step has embraced, rather than avoided. the
telltale marks of a franchise.” /d.

o7 See Branning v. Romeo’s Pizza, Inc., No. 1:19 CV 2092, 2020 WL 3275716, at *2-4 (N.D. Ohio Apr.
6, 2020) (noting that a joint emplovment disclaimer within a franchise agreement and operations manual
does not mean there is no joint employer liability).
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